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Life Insurance Company and Investors Syndicate

from "Order Sustaining Exceptions to Special Mas-

ter's Eeport dated November 14, 1936, filed Novem-

ber 16, 1936, and directing Trustee to file a report

and accounting". Sucb appeals were taken under

Sections 24a and 24b of tbe Bankruptcy Act (K.* 141,

143, 147, 154, 158, 164). Involuntary petition in

bankruptcy was filed against bankrupt in tbe court

beloAv January 29, 1934 (R. 5) and jurisdiction

taken under Section 77B July 11, 1934 (R. 5), pur-

suant to petition filed by tbe alleged bankrupt by

way of supplemental answer to the involuntary pro-

ceedings. Appellants by petitions filed in the Dis-

trict Court (R. 16, 28, 35) as mortgagees holding

separate mortgages on various apartment houses,

title to which was vested in the debtor, claimed

rents and profits collected by the Trustee during

the course of the 77B proceedings. Such petitions

were referred to a Special Master (R. 63) whose re-

port sustaining appellants' petitions was filed with

the District Court ( R. 71 ) . Exceptions to the report

were filed by Ralph A. Coan and S. J. Bischoff in

their own behalf and as attorneys for the creditors

who filed the involuntary petition in bankruptcy,

and for the intervening creditors who appeared in

support of such involuntary petition (R. 121). Or-

der sustaining such exceptions was entered by the

District Court (R. 137) being the order herein ap-

pealed from.

* For brevity the Transcript of Record will be re-

ferred to herein as "R".
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STATEMENT OP^ THE C^ASE

This case comes up under a^eed statement of

the case under Equit}' Rule 77 (R. 5). The case in-

volves the question as to the ri^^hts of mort^airees

to rents and profits after bankrui)tcy has super-

vened before actual possession has been taken by

the mortgagees, timely application for sequestra-

tion of the rents and profits having been made by

each of the mortgagees. Each of the mortgagees,

Portland Trust and Savings Bank, Metropolitan

Life Insurance Company and InAestors Syndicate,

claims under separate mortgages. The order a])-

pealed from denied the relief prayed for by the mort-

gagees on the broad gi'ound that under the Oregon

law a mortgagee is not entitled to rents and profits

unless actual possession be taken or unless a re-

ceiver be appointed prior to bankruptcy. All of

the appellants contend herein that their prompt and

repeated demands in the bankruptcy court for ap-

plication of the rents and profits to the mortgage

debts constituted the equivalent of possession or a

receivership outside of bankruptcy and so entitled

them to accruing rents. Portland Trust and Sav-

ings Bank contends further under special facts ap-

plicable to it that proceedings in foreclosure prior

to bankruptcy were such as to amount to a seques-

tration of the rents and profits.

All of the mortgages here involved were in de-
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fault prior to bankruptcy* (E. 8, 19-20, 30, 39, 60).

This default extended not only to principal and in-

terest, but taxes were delinquent and unpaid for

several years preceding bankruptcy and the proper-

ties were in a state of waste and disrepair (R. 68,

69 ) . The amount due on each of the mortgages was

in excess of the value thereof at the time concerned

( R. 69 ) . All of the mortgages expressly mortgaged

and assigned as a part of the security the rents,

issues and profits, and contained provisions for

assignment of rents (R. 26, 3'5, 49, 54-60), and for

appointment of receiver in the event of foreclosure

(R. 26, 35, 49, 54-60). Furthermore, Investors Syn-

dicate held separate assignments of rentals on three

of its mortgaged premises in addition to the mort-

gages thereon (R. 54). All of the mortgages were

duly and promptly recorded (R. 27, 35, 60).

Certain special facts relate to Portland Trust

& Savings Bank, and it will clarify matters at this

stage to state those facts, and later describe how

the questions on appeal arise as to the other defend-

ants.

Portland Trust and Savings Bank (hereinafter

sometimes called Bank) several months prior to

bankruptcy, to-wit, on August 2, 1933, instituted

separate foreclosure suits in the Circuit Court of

Multnomah County, Oregon, on two mortgages held

* The petitions of appellants (R. 19, 30, 39) alleged

such defaults. The agreed statement herein shows that

at the hearings such allegations were admitted to be

true (R. 60, 65).
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by it on apartment houses, lej?al title to which was
in bankrupt (R. 8). These foreclosures were for

the full amount of principal and interest nnd it

appeared that no taxes had been paid since 1020 (R.

S). Plaintiff applied in each of these causes for

the appointment of a receiver, but in lieu of the

appointment of a receiver the court entered an or-

der recitino- that

'^the interest of all parties to said suit may l>e

protected by requirins: the defendant * * * to

file in this court during the pendency of this

suit, verified monthly accounts showins: all

money received and all disbursements made in

the operation of said apartment houses and to

])ay the net income from said property into court
to be disposed of accordinc: to the further order
of the court and that the necessity of a receiver

may be thereby dispensed with" (R. 0-10).

The court further ordered that Guaranty Trust

Company serve and file monthly a verified account

or report coverins: the operation of the apartment

house involved in each suit

"shoAving all rentals and other income received

from said apartment house and all disburse-

ments made on account thereof during said ac-

counting period: and that said Guaranty Trust

Company, at the time of filing said account and
report, pay into the Court the net income de-

rived from said mortgaged premises during said

accounting period, to he held as a part of the

securitif for said mortcjafie iudchtrdncsfi and to

be applied according to the further orders of

the Coui*t" (R. 10). (Italics ours.)
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This order was dated August 10, 1933, and was

thereafter modified by permitting a 20% deduction

as compensation for use of furniture owned by the

bankrupt.

Guaranty Trust Company filed in the state court

monthly statements in compliance with said orders

and paid to the Clerk of the Court the net rentals

computed as aforesaid. None of these moneys ever

came under the jurisdiction of the bankruptcy court,

and are not involved in this appeal (K. 11).

The involuntary petition herein was filed Jan-

uary 29, 1934, being succeeded by 77B proceedings

instituted by supplemental answer filed July 11,

1934 ( R. 5 ) . On January 31, 1934, the District Court

ordered a stay of all proceedings against the alleged

bankrupt (R. 11) but on April 25, 1934, on motion

of Guaranty Trust Company, the District Court

modified that order by permitting the alleged bank-

rupt to comply with the order of the state court

in the foreclosure proceedings above described re-

quiring the alleged bankrupt to pay into the state

court monthly the net rentals as before described.

The District Court order specifically permitted the

parties to said foreclosure suits in the state court

to proceed therewith (R. 11-12). Accordingly, the

alleged bankrupt continued to pay the net rentals

to the state court until the month of June, 1934

(R. 11).

Upon institution of 77B proceedings June 11,
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193'4,* the banknij)! continued to make monthly

reports and delivered same to John W. Kaste, its

counsel. Kaste, being uncertain to whom the funds

belonged, retained possession thereof. The Trustee

in Bankruptcy did not begin to collect the rentals

until September 11, 1934, and thereupon proceeded,

and continued to collect same (R. 12). The moneys

previously accumulated in Kaste's hands were later

paid to the Trustee and are now held by him

(R. 13).

All moneys collected by the Trustee from the

properties mortgaged to the Bank have at all times

been and still are held in a separate bank account

and the Trustee now holds certificates of deposit

of the Bank of California in the amount of $7,700.00

representing such rentals (R. 13). Such fund was

referred to by the opposing parties herein and coun-

sel as a "trust fund" in testimony at the hearing

herein (R. 14-15).

All of the appellants. Investors Syndicate, Port-

land Trust and Savings Bank, and Metropolitan

Life Insurance Company, took timely and appropri-

ate action to protect and preserve their rights to

the rents and profits deriA'ed from their respective

properties.

* Debtor filed petition in 77b on June 11, 1934, but

same was on motion stricken because it should have been

presented by supplemental answer, which debtor accord-

ingly filed July 11, 1934, when good faith order was
entered ex parte (R. 39).
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Jurisdiction was taken herein under 77B by an

ex-parte order without notice to creditors (R. 6).

The first opportunity accorded the appellants and

other creditors to participate in the proceeding

was on August 2, 1934, when a hearing was held

before the Special Master. At that time appellants

appeared by their counsel along with other creditors,

including the petitioning and intervening creditors

Avho now appear as appellees, and opposed the con-

tinuance of the bankrupt in possession (R. 6). At

an adjourned hearing before the Special Master

appellants asserted their rights as mortgagees, filed

written objections to the plan of reorganization

proposed by the debtor, and renewed their oral ob-

jections to the continuance of the bankrupt in pos-

session of the mortgaged premises (R. 6). Based

upon said hearing the Special Master recommended

the appointment of a trustee to take possession of

the debtor's assets and further recommended "that

a separate account should be kept by the trustee

of all moneys coming into his hands from the several

sources so that the disposition of said funds can

ultimately be made in accordance with the deter-

mination that the court may hereafter make as to

the ownership thereof, and in particular that sepa-

rate account 'be kept of the moneys received from

the operation of each of the properties covered hy

said mortf/af/c/' (R. 7). (Italics ours.)

The Master also recommended that "an order

be made and entered herein appointing a trustee of

the property, assets and business of the alleged
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bankrupt, with instructions that all income, reve-

nue, and receipts that shall come into his hands

shall be segregated and handled as above suggested"

(II. 7). This report was confirmed by the court by

order dated August 13, 1934, in which it was fur-

ther:

"Ordered that the said trustee will keep
separate accounts of all moneys coming into his

possession from each of the several i)roj)erties

of the debtor or its said affiliate and that the
trustee's accounts shall be kept so that all in-

come and revenues received and expenses in-

curred in the operation of each of such proper-

ties can at all times be ascertained and secn'e-

gated'^ (R. 7-S).

Pursuant to the recommendations of the Special

Master and the order of court confirming the same,

C. W. Twining was appointed trustee on September

10, 1934, and took possession of the debtor's prop-

erty and assets (R. 8). At all times since, the trus-

tee has complied with the order of court requiring

segi'egation in his accounts of the rents, issues and

profits received by him and expenditures made as

to each of the mortgaged properties and from time

to time has filed such accounts in the bankruptcy

court (R. 71).

The appellant, Investors Syndicate, on October

22, 1934, filed in the District Court in this proceed-

ing a petition in which it set forth that it held mort-

gages on five apartment houses owned by the debtor

of which possession had been taken by the trustee

in said proceeding, that said mortgages were all in
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default, that principal installments were unpaid

and interest was greatly in arrears, that taxes were

delinquent since 1929, that the properties were in

a bad state of repair and that the security was in-

adequate, and prayed for an order granting peti-

tioner leave to foreclose its mortgages and requir-

ing the trustee in bankruptcy to collect and segre-

gate in the namei of Investors Syndicate for applica-

tion upon its mortgage indebtedness all of the rents

and profits which had accrued or would thereafter

accrue from the properties upon which Investors

Syndicate held mortgages (R. 36).

Appellant Metropolitan Life Insurance Com-

pany on October 24, 1934, filed a petition setting

forth substantially the same facts with reference

to the existence and condition of its mortgage and

asked for the same relief as that prayed for by

Investors Syndicate.

Portland Trust and Savings Bank served and

filed its formal petition for rents and profits under

date of February 5, 1935 (R. 16). Such petition con-

tended that the rentals were subject to application

for the mortgagee's benefit prior to the bankruptcy

proceedings and that such application should be

continued by deposit in the state court or othermse

(R. 25). Reference was made in this petition to

the fact that throughout the bankruptcy proceed-

ings and continuing until June, 1934, the bank-

ruptcy court had permitted the rentals to be paid

by the bankrupt into the state court ( R. 23 ) . Refer-
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ence was further made to the fact that subsequent

thereto, said rentals were paid to Kaste and held

by him until such time as the Trustee herein took

over the collection of the rentals (K. 2:^, 24). At

the time of the petition Kaste was still holdinoj the

rentals collected by him during' this intervening

period (R. 24).

It was stipulated at the hearing before the ^[)e-

cial Master that the facts in all of the petitions of

the appellants herein were true with the exception

of certain allegations as to the value of the mort-

gaged properties of Investors Syndicate (R. fiO)

upon which undisputed evidence was received which

showed that the value thereof was less than the

mortgage indebtedness (R. 09 ). Among the allega-

tions so admitted by appellees (R. fiO-Gl) was para-

graph A'^III of the Bank's petition which reads as

follows (R. 24-25) :

"That the said John W. Kaste is connected with

said foreclosure suits and with this bankruptcy

proceeding only in the capacity of attorney at

law representing Guaranty Trust Company and
National Investment Corpoi-ation ; that the

said John W. Kaste has no right to, interest in,

or claim upon said funds, and that the same
should be paid into the Circuit Court of the

State of Oregon for Multnomah County, pur-

suant to the terms of said orders of Court.

That likewise, the net rentals derived from said

mortgaged premises which are now in the pos-

session of said C. W. Twining, as Trustee in

Bankruptcy, constitute a part of the security

for the mortgages described herein and were

dulv impounded by orders of Court entered in
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said foreclosure suits long prior to tlie time
when this bankruptcy proceeding was insti-

tuted, and said funds should be paid into said
Circuit Court."

On April 23, 1935, the Special Master filed a

report wherein he recommended that the mortga-

gees be permitted to proceed with foreclosure and

that the net proceeds from each mortgaged prop-

erty be segregated and paid to the holder of each

mortgage respectively. No order Avas made relative

to this report (E. 61). On May 21, 1935, Metro-

politan again filed petition for leave to foreclose

(R. 61-02). On June 3, 1935, Investors Syndicate

filed a similar petition and on June 5, 1935, Port-

land Trust and Savings Bank filed motion for order

permitting it to proceed Avith its state court fore-

closures (R. 62).

Accordingly, orders Avere entered permitting

said foreclosures to proceed (R. 62).

On October 9, 1935, an order was entered that

reorganization could not be effected, that the bank-

rupt was insolvent and that it should be liquidated

(R. 62). A trustee Avas appointed for that purpose

and the order provided, as had the previous orders,

that the trustee Avas to keep separate accounts of

all moneys coming into his possession from each of

the mortgaged properties (R. 63). Thereupon the

court ordered a reference as to OAvnership of rents

and a hearing Avas held before Roy F. Shields, Spe-

cial Master, who in a full and well considered re-



vs. LLOYD R. SMITH, et ol. 13

port held in favor of the mortgaj^e creditors.* The

uncontradicted evidence before the Special Master

Avas that taxes were delinquent since 1020; that

for a considerable period prior to bankruptcy the

income from the properties had not been used to

pay taxes, interest or other charges ; that the debtor

ran itself before bankruptcy by using such income,

which was practically all the income that the bank-

rupt had; that during the administration of the

Trustee in Bankruptcy herein the bankrupt was

in a state of total collapse; that fire insurance was

not maintained on the mortgaged properties nor

repairs made except those absolutely necessary to

make the rooms habitable; and that the condition

of the bankrupt became worse as the bankruptcy

proceedings continued (R. (JS-OO). It is further ad-

mitted herein that bankrupt was insolvent at the

time bankruptcy proceedings commenced: that the

involuntary petition was resisted in the hope that

77B would be enacted and that counsel for bank-

rupt "stalled" the proceedings until the effective

date of such Section 77B (R. G8). A reorganization

plan was filed as part of the supplemental answer

of the debtor wherein it was pro])osed that the mort-

gagees scale down their principal 25% and also re-

duce their interest rate, which proposal was at all

times unacceptable to the mortgagees (R. 68). It

therefore became at once evident to counsel for

bankrupt that the proceedings were hopeless (R.

* The Special Master's Report is quoted in full in the

Record (R. 72-121).
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68), but the debtor employed additional counsel in

tbe hope that it could convince the mortgagees to

cut down their balances. It was finally determined

that reorganization was hopeless (E. 68).

The Trustee has complied with the order of

court requiring segi^egation in his accounts of the

rents, issues and profits received by him and ex-

penditures made as to each of the mortgaged prop

erties and from time to time has filed such ac-

counts in the bankruptcy court ( R. 71 )

.

It is to be noted that the hearing before the Spe-

cial Master occurred November 20, 1935 (R. 13),

but his report was not filed until November, 193G

(R. 71). Exceptions to the report were filed Decem-

ber 5, 1936, and the order sustaining the exceptions

was filed June 8, 1938. Owing, therefore, to the

great lapse of time between the date of the original

hearing and the present date, it is not possible in

the present state of the record to present to the

court the full facts and details which have trans-

pired since that date with relation to the fore-

closures and the amounts collected. Therefore, if

the court find on this appeal that appellants are

correct in their legal contentions, an accounting

will be necessary as to the rents and the mortgagees

will, of course, be limited to the amount of the de-

ficiencies on their respective mortgages (R. 70).

The lapse of time since the hearing before the

Special Master renders presentation of the case

somewhat awkward in that certain facts in which
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the court is interested are not in the i-ecord because

they occurred subsequent to the report. The fact

is, and it will simplify matters if appellees so con-

cede in their answering brief, that all of the mort-

gages here involved were ultimately foreclosed by

separate proceedings and deficiencies obtained, and

that the money claimed herein by each of the mort-

gagees is accordingly the amount of such deficien-

cies with interest.* Likewise, after the hearing be-

fore the Special Master, although not appearing in

the record herein, the moneys in the hands of the

Clerk of the Circuit Court of Multnomah County,

Oregon, in the foreclosiu'e suits of Portland Trust

and Savings Bank were applied upon the decrees,

pursuant to the original order which recited that

same were to be deposited with the Clerk of the

Court "to be held as a part of the security for said

mortgage indebtedness and to be applied according

to the further orders of the Court" (R. 10). We
assume that counsel will admit these matters, but

if not, since further proceedings in the trial court

will be had in the event of reversal in order to

bring the facts down to date, such later events may

then be taken fully into account.

The District Court reserved decision on the ques-

tion whether failure of the Trustee to pay taxes

accruing during the period he collected the rents

(R. ()()-9) entitles the mortgagees to reimbursement

* Judge Fee's opinion refers to the fact that "the fore-

closures proceeded to sale" and that the creditors have

deficiency judgments (R. 129).
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for taxes paid by the mortgagees for such period

(R. 141). This question was considered by the Spe-

cial Master (R. 114-16). But in deference to the

ruling of the trial court that question will not be

considered herein. In accordance with the trial

court's ruling, all rights based on that issue are

reserved for the further consideration of the trial

court, if that be necessary.

SPECIFICATION OF ERRORS RELIED UPON

Appellants herein rely upon assigned errors 1,

2, 3, 4, 5 and 6 (R. 144-6, 159-161). The errors as-

signed are identical in substance and assigned num-

ber, as to the appeals both under Section 24a and

24b herein.

ASSIGNMENTS OF ERROR 1 to 6, INCLUSIVE*

The Court erred in holding that rentals collected

by the Trustee from the various apartments mort-

gaged to appellants herein should be held as part of

the general estate, available for the payment of ex-

penses of administration and claims of the estate.

* The assignments of error appear verbatim in Ap-
pendix, p. A-1. We believe it will lighten the burden of

the Court and simplify the argument to consider all the
assignments of error together, inasmuch as similar ques-
tions of law are presented by all of such assignments.
Additional points of law are presented as to assignments
of error 3 and 4 relating only to Portland Trust & Sav-
ings Bank, but the consideration of the assignments of
error relating to the bank require discussion also of
matters of law pertaining to the other assignments of
error.
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The Court erred in sustaining the exceptions of the

l)etitioninj> and intervening creditors and Messrs.

Coan and Bischoff to the Special Master's conclu-

sions of law numbered 1 to 8, inclusive, which held

that the respective mortgagees were entitled to such

rents and profits after appropriate deduction there-

from for reasonable furniture rental and property

management charge.

ARGUMENT*

PEINCIPLES APPLICABLE TO ALL APPEL-

LANTS HEREIN— DEMAND FOR RENTS,

OR ORDER OF SEGREGATION, IN BANK-
RUPTCY COI^RT SUFFICIENT.

We propose to shoAV that demand by a mortgagee

in the bankruptcy court for rents and profits, or

an order of segregation b}" the bankruptcy court,

even without such demand, is sufficient to entitle

the mortgagee to rents thereafter collected.

All the authorities agree that the bankruptcy

court, even in 77b proceedings, takes the bankrupt's

assets subject to prior liens, and therefore that

where a mortgagee has sequestered the rents and

profits, either by actual possession, possession

through a receiver, or otherwise, the mortgagee's

rights are prior

:

* Limitations of space prevent inclusion of "Summary
of Argument". However, for the convenience of the

court such "Summary of Argument" has been prepared

and is included in Appendix, p. B-5.
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Duparquei v. Evans, 297 U.S. 216, 222: 80 L.

Ed. 591.

Straton v. New, 283 U.S. 318: 75 L. Ed. 1060.

Continental Bank v. l^th & Walnut Corp.,
79 F. (2d) 284 (CCA. 3rd).

Re Shelhurne, 91 F. (2d) 190 (CCA. 3d).
Federal Reserve v. Weant, 113 Or. 1.

Petition of Cox, 15 F. (2d) 764.

Thus, in Duparquet ix Evans, 297 U.S. 216, 222,

80 L. Ed. 591, the court stated

:

"* * *, it is * * common learning that not even
a trustee in bankruptcy may override a valid

mortgage lieli or supersede a receiver who has
been put into possession in fulfilment of the
mortgage contract. Straton v. New, 283 U.S.

318, 322, 327, 75 L. Ed. 1060, 1093, 1098, 51 S.

Ct. 465; Metcalf v. Barker, 187 U.S. 165, 47 L.

Ed. 122, 23 S. Ct. 67; Lincoln Sav. Bank v.

Kealty Associates Securitv Corp. (CCA. 2d),
67 F. (2d) 895; Re Berdick (D.C), 56 F. (2d)
288; Russell v. Edmondson (CCA. 5th), 50 F.

(2d) 175; Re Brose (CCA. 2d), 254 F. 664:
Carling v. Seymour Lumber Co. (CCA. 5th),
113 F. 483, 491."

That sequestration prior to bankruptcy would

bar the Trustee herein was expressly recognized in

the opinion of the court below, citing the case of

American Trust Co. v. England, 84 F. (2d) 352 (C
CA. 9). (R. 127-8.)

The contention with which we are met in the

present case is that since no receiver was appointed

as such by the state court, the mortgagees have for-

ever lost their rights to the rents and profits until

such time as the^^ obtain title to the property through
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foreclosure. In other words, the contentiou is that

the bankruptc}' court alone has jurisdiction where

there is no prior receivership, and since there is no

method of applying to the bankruptcy court for a

receiver of mortgaged property, the mortgagee is

without remed}'. Such in effect is the holding of the

court below (R. 128-9).

This argument, we believe, confuses form with

substance. It implies that the bankruptcy court,

having sole jurisdiction, holds adversely to all se-

cured creditors and that the latter are utterl}^ with-

out remedy pending such time as foreclosure is

permitted and completed.

It is true that the trustee in bankruptcy is en-

titled to possession of all assets theretofore in pos-

session of the bankrupt: Isaacs r. Hohhs, 282 U.S.

734. However, the very fact that the trustee has

paramount title and possession, exclusive of all

other courts, imposes upon the bankruptcy court the

duty to deal fairly with those assets as to all credi-

tors, both secured and unsecured. This has been

recognized repeatedly by the courts.

MORTGAGEE IS ENTITLED TO RENTS AND
PROFITS UPON TAKING APPROPRIATE
ACTION IN THE BANKRUPTCY COURT.

It is well settled in this Circuit that a mortgagee

is entitled to the rents and profits from the date

of application therefor to the bankruptcy court:

American Trust Co. v. England, 84 F. (2d) 352 (C.
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C.A. 9); Re Hotel St. James Co., 65 F. (2d) 82 (C.

C.A. 9).

We respectfully submit that there is an entire

misconception in the opinion of the court below as

to the holdings of these two cases. The court below

cited the St. James case for the proposition that the

weight of authority favors the award of rents and

profits to the trustee (R. 124) ; and cited the Eng-

land case for the proposition that the mortgagee is

entitled to the rents and profits if he comes peace-

ably into possession.

The fact is that both the St. James case and the

England case stand for the proposition that a mort-

gagee, who has not come into possession, neverthe-

less is entitled to the rents and profits from and

after the date of application therefor to the bank-

ruptcy court. In fact, as we will demonstrate, all

of the decisions permit recovery by the mortgagee

under such circumstances, the only dispute in the

authorities being that some authorities go to the

length of stating that the mortgagee is entitled to

the rents and profits from and after the date of

adjudication without any application to the court.

All these authorities will be herein discussed.

In the St. James case the rents and profits were

awarded to the trustee in bankruptcy solely for the

reason that no application for the rents and profits

had been made by the mortgagee until after all the

rents had been collected and the property had been
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sold on foreclosure, there being no prior sequestra-

tion of any kind. As stated by the court (p. 84) :

''No petition was addressed to tlie bankruptcy
court to direct the general receiver, or the
trustee, to sequester the rents and profits, as
in Mortgage Loan Co. v. Livingston, supra; no
claim to the rents iras made until after the

sale." (Italics ours.)

The court in the St. James case disapproved the

case of In re Wakey, 50 F. (2d) 8()9 (CCA. 7),

which held that the mortgagee was entitled to the

rents and profits from the date of bankruptcy with-

out the filing of any petition. The reason for such

disapproval, however, was that no application for

the rents had been made in that case, just as no

application was made in the St. James case, until

after the rents had been collected. It is clear from

the language of this court that had such an appli-

cation been made the mortgagee would have been

aw^arded the rents and profits. Thus, concerning

the case of Mortgage Loan Co. v. Livingston, 45 F.

(2d) 28 (CCA. 8), this court in the St. James case

stated

:

"Moreover, immediately upon the appointment
of the receiver in bankruptcy, the mortgagee
requested sequestration of the rents, to which
the receiver assented, and repeatedly thereafter

asked leave to continue the enjoined fore-

closure."

In American Trust Co. r. England, supra, de-

cided by this court, the trustee in bankruptcy of a

third mortgagee took possession of the mortgaged
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property on September 17, 1932, witli implied con-

sent, so the court held, of the mortgagor, and pro-

ceeded to operate the ranch and collect the rents

and profits. On October 13, 1932, the first mort-

gagee filed a petition in the bankruptcy case for

the sale of the property and for an order sequester-

ing the proceeds of the operation thereof. This

was denied without prejudice. Thereafter, on Janu-

ary 26, 1933, the referee ordered that the trustee

pay the net proceeds to the first mortgagee, or hold

in a separate account subject to further order of

the court. The trustee adopted the latter course.

On July 26, 1933, on supplemental petition of the

first mortgagee the trustee was ordered to sur-

render possession for the purpose of sale, which was

done August 12th. The mortgagor was not a party

to the proceedings. On July 28, 1933, the mortga-

gor demanded the sequestered funds from the trus-

tee. On September 14, 1933, the first mortgagee

filed a petition therefor and all parties submitted

to the jurisdiction of the court. On these facts it

was held that the first mortgagee was entitled to

the proceeds from October 13, 1932 to August 12,

1933, when possession was surrendered by the bank-

ruptcy court.

This is not a case, as stated in the opinion be-

low (R. 127), where the mortgagee in question came

peaceably into possession. The third mortgagee

came into possession with the consent of the

mortgagor, but not the first mortgagee. The mort-
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gagor claimed adversely to the first mortgagee at

all stages. So far as the first mortgagee was con-

cerned, there was no difference in legal conlem-

plation whether the prior possession of the third

mortgagee was for the latter's account or for the

mortgagor's account. In either case this possession

was adverse to the first mortgagee. The case there-

fore was just the same as if the bankruptcy estate

was that of the mortgagor instead of the third

mortgagee, the rights of each of which were sub-

ject to the prior lien of the first mortgage. Frr>m

the standpoint of the first mortgagee, adverse pos-

session was vested in the bankruptcy estate, and

since the bankruptcy estate had complete jurisdic-

tion of the subject matter, there was nothing that

the first mortgagee could do except to submit him-

self to the jurisdiction of the bankruptcy court by

applying for the rents and profits. This he did and

he was held entitled from the date of such applica-

tion. The court stated (p. 3."5G) :

"The demand of the appellant upon the trus-

tee for the sequestration of rents, and the

referee's order for the sequestration, is the

equivalent of the taking of possession by the

appellant under its trust instrument. Mort-

gage Loan Co. v. Livingston (CCA. 8), 45 F.

(2d) 28."

The court in the England case then enters into

a detailed discussion of Mortgage Loan Co. r. Liv-

ingston, as follows

:
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"In that case the mortgagees were entitled

to possession under the provisions of the mort-
gage, but the possession was in the hands of

a receiver in bankruptc}^ proceedings. The mort-
gagees requested the receiver to sequester the
income from the mortgaged property from other
income of the receivership. The receiver stated
that he would so sequester this income. After-

wards, as here, the mortgagees filed a petition

for leave to foreclose the mortgage. This was
at first denied without prejudice. Thereafter,

as in the present case, it was granted. In hold-

ing that the mortgagees were entitled to this

income remaining in the hands of the receiver,

the court said

:

" 'In effect the mortgagees made themselves
parties to the bankrui^tcy proceedings, recog-

nized the receivership, but never acquiesced in

an appropriation by him of the rents and is-

sues of the property to the use and benefit of

the general creditors, but promptly and per-

sistently insisted that these rents and issues

be impounded by the receiver, and either be
used in the discharge of the taxes and insur-

ance or be turned over to them. While it is

true these mortgagees acquiesced in the collec-

tion of these rents and profits by the receiver,

they did so on the understanding that they
were impounded and would be properly ap-

plied or accounted for, and it cannot be said

that they ever acquiesced in an appropriation
of them by the receiver on behalf of the general
creditors. They were, of course, unable to take
possession of the property from the receiver,

except on an order of court, and the record in

this case warrants the conclusion that the re-

ceiA^er was acting not only on behalf of the gen-
eral creditors, in so far as this property was
concerned, but was acting also in behalf of these

mortgagees, and he collected and impounded
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these pledi^ed i-onts nnd issues, keepiii.2^ tlieiii

separate from his other accounts for apparent-
ly no other jmrpose than to make them avail-

able as a part of the security under this sec-

ond morti?aj?e. * * * We are of the view that
the niortea.sees in effect intei-vened in the re-

ceivership proceedings in aid of theii* proceed-
ings to foreclose, and this intervention operat-
ed to charsfe all of the net income arisinjj from
the operation of the property by the receivei*

with the lien of their mortfra.ire. * * *

'* 'To hold that the morfoajrees had a leiral

right to these rents and issues under the pro-

visions of their morts^affe, but that they should
be precluded from recoverins: same because
they had not technically pursued a lej?al remedy
is to overlook the fact that the nropertv was
in the control of a court of equity, and that

equitable remedies commensurate with the

le2:al rights of the parties should be available.

To take from the mortga.ffees the property to

which confessedly they are entitled under the

pled2:e provision of their mort,2:a2;e, and trans-

fer it to the unsecured creditors of the bank-

rupt, appeals to us as harsh, inequitable, and
unwarranted.' Mortiraffe Loan Co. v. Livinjr-

ston, supra (C.C.A.)[ 4.-) F. (2d) 28. .S2. .^S, 84."

The court in the Fnf/latui case distinguished the

Hotel SIf. Jamcfi case on the ground that in the lat-

ter case no petition was addressed to the bankruptcy

court for the sequestration of the rents and ])rofits.

In view of the very complete consideration of

the case of Moriijafic Loan Co. r. Lirinrfston in the

opinion of the court in the Enqlan^l case, we will

not repeat the matters therein quoted. The T/wiufi'

ston case is one of the leading cases on this subject.
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In the Livingston case no possession was taken by

or in behalf of the mortgagee prior to bankruptcy,

which occurred two days before the foreclosure sale

set for June 29, 1927. The receiver in bankruptcy

collected the rents until January 16, 1928. Shortly

after the receiver took possession the mortgagee

addressed a letter to the receiver asking that the

accounts be separated and the revenues applied to

the mortgage debt. The receiver answered that the

revenues would be kept separately. Petition for

application of the rentals was not filed until Octo-

ber 24, 1927, but it was held that the mortgagee

was entitled to all the rents collected by the re-

ceiver, which included rents collected prior to the

formal application to the bankruptcy court. This

case illustrates that the bankruptcy requirement

is that the mortgagee take some affirmative action

showing his election to claim the rents and profits.

The usual method is by application to the bank-

ruptcy court, but in the Livingston case the seques-

tration dated back to the time of the letter to the

receiver and the latter's prompt response that the

funds collected from the mortgaged property would

be kept separately. This situation is to be compared

with the present case, where the court on institu-

tion of 77b proceedings required the trustee to

keep separate all moneys collected from each of

the mortgaged properties, and where the Portland

Trust & Savings moneys were actually earmarked

and set apart in a separate trust bank account.
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We have thus far considered cases in the Xinlli

and Eighth Circuits. We turn now to consideration

of cases in other Circuits

:

The leading case in the Third Circuit is Hind-

seil r. Libert 1/ Trust Co., 248 F. 112. In that case

it was held that rents collected by the trustee be-

longed to the mortgagee who filed a petition there-

for. The only limitation upon this rule, as stated

in the closing Avords of the opinion, was that the

"claim thereto be seasonably asserted". The rea-

soning of the court in this case is worthy of notice.

Judge Woolley, after stating the various remedies

available to a mortgagee in different states with-

in the Third Circuit i)rior to bauki'upty, goes on

as follows (p. 114) :

"B\it baukru})tcy changes the whole situation,

takes from the mortgagor his land and its in-

come, and takes from the mortgagee the legal

remedies which, but for bankruptcy, he might
pursue in reaching rents arising from the mort-

gaged premises, and gives him in lieu thereof,

only such remedies as may be found in a court

of bankruptcy in the equitable administration

of the bankrupt's assets.

''When rents from mortgaged premises be-

come bankrupt assets and can no longer be

reached by legal process, what constitutes an
equitable administration of a law that takes

away such process? When bankruptcy cuts off

a creditor's legal remedies, under the exigen-

cies of the debtor's insolvency, it does not de-

stroy his legal rights in the debt or in its se-

curity. Under the scheme of bankruptcy these

are preserved to him; but they are enforced in
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a new way, made necessary by the bankrupt's
financial collapse. In enforcing creditors' rights

in the new way, it appears to us that equity
should protect them in the same measure and
preserve to them the same advantages, so far

as practicable, that the law gave them before
bankruptcy stepped in and interfered with them,
having regard to their nature, their superiority,

their priority. * * * That after insolvency has
taken the debtor's property out of his hands,
its income or product belongs to the lien credi-

tor, who has thus become its virtual owner;
and that such income or product issuing from
mortgaged property, should not be diverted
from the mortgage creditor who has a lien to

general creditors who have no lien.

"This view is not based upon the notion that

the mortgage confers a lien on rents, for, of

course, it does not; but it is based upon what
is conceived to be an equitable adjustment of

rights, of which some are obviously superior to

others. Such an application of income from
encumbered property appears to be not only an
equitable but a very practical way of adminis-
tering bankrupt assets."

The case of Central Hanover Banl\ v. Philadel-

phia R. R. Co., 99 F. (2d) 642, decided October U,

1938, by the Third Circuit, holds pusuant to the same

principles that under the extended jurisdiction of

the court under 77b it is not even necessary for the

mortgagee to file a petition, but he will be entitled

to the rents from the date of bankruptcy.

The Fifth Circuit adheres to the same rule. In

Florida Bank v. U. S,, 87 F. (2d) 890 (CCA. 5),

77b proceedings were filed while the mortgagee Avas
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in possession of the mortgaged property. Stay order

against pending foreclosure sale was granted by the

bankruptcy court against the opposition of the mort-

gagee, who also petitioned that the rents be seques-

tered. Thereafter the proceedings were dismissed

(in our case a liquidation has been ordered). It

was held that the trustee must pay to the mortgagee

the rentals in his hands less income taxes.

Re Thomas, also entitled DaUas Trust v. Lrd-

Utter, 36 F. (2d) 221 (CCA. .>), is cited below as

holding that the trustee is entitled to the rents (R.

124). That case, however, in no way departs from

the general rule above set forth. In the Dalias Trust

case the mortgagee did not apply to the bankruptcy

court until after the rents had accrued. The conten-

tion of the mortgagee was that his rights were auto-

matic and that by posting the notice of sale before

bankruptcy he was entitled to the rents without

more. As previously stated, the rule in most juris-

dictions is that some affirmative action must be

taken by the mortgagee to evidence his election. In

view of the later case of Florida Bank r. U. S.y supra

^

there can be no doubt as to the fact that the rule in

the Fifth Circuit is that a mortgagee is entitled

upon application (or even without application under

77b).

The court below cited as contra the case of In

re Brose, 254 F. 664 (CCA. 2), but that case is en-

tirely consistent with our view and does not depart

from the general rule. There a voluntary petition
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was filed April 30tli. A receiver in bankruptcy was

appointed May 2nd, who collected the rents from

the mortgaged apartment house. The mortgagee on

November 27th sued in the state court and obtained

the appointment of a receiver Dec. 1st, which was

evidently entered in the bankruptcy court under

date of December 10th (see Opinion, p. 668). It was

held under the New York rule laid down in the case

of Sullivan v. Rosson, 223 N.Y. 217, 119 N.E. 405,

that the mortgagee acquires no automatic rights to

rents upon default but must take affirmative action

to claim same. Here the mortgagee asserted no

rights in the bankruptcy court until December 10,

1917, Avhen he entered the order of the state court

foreclosure receivership. The significant fact of the

case is that the court permitted the mortgagee to

recover all rents and profits collected after Decem-

ber 10. Therefore the Brose case is square author-

ity for the proposition that when the mortgagee

makes claim to the rents and profits in the bank-

ruptcy court by appropriate petition thereto, he

becomes entitled. The United States Supreme Court

in the case of Duparquet v. Evans, supra, cited the

Brose case in support of the proposition that a trus-

tee in bankruptcy may not override a valid mort-

gage lien or supersede a receiver who has been put

in possession. Of course, the state court receiver

in the Brose case was not entitled to possession un-

til such time as the bankruptcy court relinquished

jurisdiction.

The Second Circuit also decided the case of Re
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McCrory Stores, 73 F. (2d) 270. That case did not

involve a mortgage, but assignment of future sub-

rents as security under a lease. It was held that

the lessor was not entitled to sub-rents which ac-

crued during the month in which bankruptcy oc-

curred because, first, the lease provided for assign-

ment of sub-rentals accruing only after default, and

there was no default, and second, "the lessor did

nothing to assert a claim to them until after the

rights of the trustee had attached". Had the lessor

asserted his claim before the trustee collected the

rents, a different story would have been presented.

It is to be remembered that in 77b proceedings,

with which we are here concerned, the bankruptcy

court is vested with all the powers which it would

have possessed in a general receivership of the

debtor's assets: Section 77b (a)*; Duparquet v.

Evans, supra. The receivership rule as recognized

and applied by the leading case in Second Circuit

is that the receiver holds for secured creditors as

well as unsecured and that a mortgagee is entitled

to rents and profits upon filing petition therefor

in the receivership case: Prudential Ins. Co. r. Li-

herdar, 74 F. (2d) 50 (CCA. 2). In that case the

receiver filed a petition for the rents on December

loth, and it was held that the mortgagee was en-

titled from and after that date to all rents collected

by the receiver after deduction for taxes. The rea-

soning of the court was that the mortgagee should

not interfere with the possession of the court and

* Quoted, Appendix, p. C-10.
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that tlie receiver should collect the rents and profits

for the benefit of whomsoever should be entitled

thereto, subject always to the right of the mortga-

gee to sequestration by appropriate petition. The

court said:

''The mortgagee must take steps to perfect his

rights, and it ought to be assumed, as it was
in Freedman's Savings & Trust Co. v. Shepherd,
that the provision is not self-executing and that
until he asserts his claim he is content to let

the mortgagor receive the earnings of the prem-
ises."

We refer also to the opinion of the court as con-

tained in the report of the Special Master (K. 112-

113) . It is noteworthy that the court in the Liherdar

case considered that the applicable statute was

analogous to the Oregon statute and that although

the mortgagee had no possessory rights, he did have

right to the rents upon application therefor. It

was expressly held that the possession of the re-

ceiver was for the purpose of protecting the rights

of all concerned and that the mortgagee "will have

its rights protected as fully as though the proper-

ties were in its own possession and under its man-

agement".

Another recent Second Circuit case is Lincoln

Bank v. Realty Associates, 67 F. (2d) 895 (CCA.

2), where it was held that the mortgagee Avas en-

titled to the rents and profits from and after the

date of application. This case was approved in

the Duparquet case, supra.



vs. LLOYD R. SMITH, et ol. 33

In re Ilumcston, 83 F. (2d) 187 (CCA. 2), is not

to the contrary. There no application was filed un-

til after the rents had been collected, and the opin-

ion of the court clearly shows that had an applica-

tion been timely filed, the mortgagee would have

been entitled to the rents.

The First Circuit likewise awards the rents to

the mortgagee from and after the date of applica-

tion therefor : Petition of Cox, 15 F. (2d) 7()4. There

it was contended, as in the opinion below (R. 132-4),

that the filing of the involuntary petition in bank-

ruptcy destroyed the mortgagee's right of entry to

obtain the rents. The court, however, held that un-

der Section G7d'^ of the Bankruptcy Act, a mortga-

gee's lien rights cannot be affected and that the op-

posite result would be "in the teeth of Section r)7d

:

it would amount to transferring a part of his proi>

erty to or for the benefit of unsecured creditors".

The Seventh Circuit holds that the trustee is en-

titled to the rents and profits even without appli-

cation therefor: Re Waley, 50 F. (2d) 8(>0 (CCA.

7). That case was disapproved by the Ninth Cir-

cuit in the Hotel St. James case, supra, and it was

there pointed out that the case conflicted with the

previous decision of the Seventh Circuit in the case

of Re Clark Realty Co., 231 F. 570 (CCA. 7). In-

ferentially, therefore, this court approved the Clark-

case, which held that the mortgagee was entitled

to the rents and profits from the date of application

* Section 67d is quoted, Appendix, p. D-11.
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therefor to the bankruptcy court.

The court below, as ar^ied by appellees, held

that there was a split of authorities on the question

whether a mortgagee may obtain the rents and

profits from the bankruptcy court, citing Note, 75

A.L.K. 1526 (K. 124). We believe the foregoing dis-

cussion amply shows that all of the circuits agi'ee

that a mortgagee is entitled to the rents and profits,

the only dispute being as to whether he must make

any application therefor. This is expressly recog-

nized in 75 A.L.R., which states the following:

**By the weight of authority it is held that
the mortgagor is entitled to rents and profits

accruing up to the time the mortgagee enters,

or brings a bill to foreclose or enter, and that
this right inheres in the mortgagor's trustee in

bankruptcy, and that the latter, up to the time
the mortgagee takes action^ takes the rents and
profits for the benefit of the bankrupt's credi-

tors." (Italics ours.)

The ordinary "action" by the mortgagee is by

application or petition to the bankruptcy court,

which is equivalent to an intervention: American

Trust Co. V. England, supra; Bindseil v. Liberty

Trust
J
supra; Re Tamble, supra; Prudential v. Li-

berdar, supra. But a formal application is unne-

cessary, if the circumstances otherAvise show a se-

questration: Mortgage Loan v. Livingston, supra;

Petition of Cox, supra; Re Industrial Cold Storage

Co., 163 F. 390 (D.C., E.D. Pa.).
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MORTGAGEE'S RIGHTS rXDEK 7715

We have heretofore considered generally the rule

of law that a mortgasee is entitled to the rents

and profits in the bankruptcy court upon taking

appropriate action after bankruptcy. The general

rule has been considered from the standpoint of

ordinary bankruptcy cases, although to illustrate

the rule in various circuits reference was made to

some of the cases under Section 77b and Section

74. We propose now to direct the Court's attention

to the proposition that there is even more reason

under Section 77b to protect the mortgagee than in

the ordinary bankruptcy case (see Special blaster's

report, R. 110-114).

The rule is established in an ordinary general

equity recei^ership that a mortgagee is entitled to

the rents and profits by application therefor to the

evpiity court: Prudential Insurance Co. r. Liherdar,

74 F. (2d) 50 (CCA. 2). The 77b statute itself

by its express terms carries over to 77b all the pow-

ers of a federal court in a general equity receiver-

ship: Section 77b (a).*

The purpose and scope of 77b proceedings are

clearly and fully described by :Mr. Justice Cardozo

in JMparquet r. Evans, 297 U.S. 21(). 222, 80 L. Ed.

591, wherein the learned justice stated that one of

the primary purposes of 77b was to extend the field

* This subdivision of the statute is quoted in Appen-

dix, p. C-10.
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formerly occupied by a general equity receivership.

Owing to the limitations of an equity receivership,

it became necessary by federal legislation to offer

ways and means to effect reorganizations despite

dissenting security holders, who formerly often es-

tablished a nuisance value. The method devised by

77b is to hold the debtor's assets substantially in-

tact pending such time as is required to determine

whether a reorganization can be effected. There-

fore, the power of the bankruptcy court extends to

the stay of pending proceedings, such as the state

foreclosure suits instituted by Portland Trust &

Savings Bank: Sec. 77b (c) 10.* By the express

terms of Section 77b (a) the court is vested with

and may exercise all the powers which a federal

court would have had had it appointed a receiver

in equity of the debtor's property by reason of the

latter's inability to pay its debts as they mature.

In the Duparquet case the court carefully defined

general equity receivership as compared with a li-

quidating receivership for purposes of a mortgage

foreclosure, in order to exemplify the broad juris-

dictional powers of the bankruptcy court under 77b.

Since it has already been demonstrated herein {Pru-

dential V. Liherdar, supra), that a receiver in an

equity general receivership suit holds for the bene-

fit of all creditors, secured and unsecured, and that

the mortgagee may therein obtain the rents and

profits by merely applying to the court, it follows

automatically under 77b (a), as interpreted by Mr.

* Quoted, Appendix, p. E-12.



vs. LLOYD R. SMITH, et al. 37

Justice Cardozo in tlio ' ujjanjnri case, that the

same rights exist in a 77b proceedino:.

Fiider the statute, all the debtor's assets are in

the hands of the court i)en(lin!j: determination whether

a reorganization can be effected. If the reorganiza-

tion is effected, a mortgagee's rights of course are

protected by the jdan of reorganization. Tf the reor-

ganization cannot be effected, the proceeding is either

dismissed or liquidated. Obviouslj^ the mortgagee's

hands are more firmly tied under Section 77b than

in an ordinary bankruptcy proceeding so far as

foreclosure is concerned, and it is conceivable that

foreclosure may be deferred for man}' months by

reason of the pendency of abortive reorganization

proceedings. Indeed, such was the fact in the pres-

ent case, where it was not until October 9, 1085

(R. 62), that an order of liquidation was entered,

being some sixteen months after the 77b proceedings

started. In the present case the debtor owned i)rac-

tically no assets other than the mortgaged proper-

ties, and in the nature of things it would have been

inconsistent for the court to permit the foreclosure

of any of the properties until the proceedings were

either dismissed or the estate liquidated. Once the

court assented to the proposition that there was no

equity for the bankrupt estate in the mortgaged

properties, by the same token the court admitted

that reorganization was impossible, as there were

no other assets. The whole purpose of reorganiza-

tion plan was to scale down the mortgage debts

and interest so that the debtor might remain in
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possession of the mortgaged properties (K. 68).

Fairness and equity require, where the mortga-

gee is stayed from proceeding with his normal reme-

dy of foreclosure, that he at least have the protec-

tion in the interim of having the rents and profits

applied. The rule laid down by the District Court

that the mortgagee is powerless and remediless in

the interval is so harsh and extreme as to amount

to the taking of property without due process of

law, particularly in the state of the property here

involved.

We can understand why a 77b court Avould insist

that the rents be retained by the trustee until it is

determined whether or not reorganization is feasi-

ble, but once it is determined that reorganization is

impossible and liquidation is ordered, as in the

present case, the general creditors should not bene-

fit at the expense of the mortgagee, whose fore-

closure rights have been suspended in the meantime.

All the authorities are in accord with the fore-

going reasoning

:

Re Tamhle, 88 F. (2d) 893 (CCA. 7), (con-

struing Sec. 74).

Central Hanover Bank v. Philadelphia R. R.

Co., supra, (CCA. 3), (Section 77b).

Florida Bank v. U, S., 87 F. (2d) 896 (CCA.
5), (Section 77b).

Re Huff, 24 F. Supp. 565 (D.C, N. D. Ala.),

(Section 74).

The foregoing cases hold that the mortgagee is

entitled to the rents and profits irrespective of the
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filing? of any petition therefor. Tliis result we

believe to be fair and equitable, in view of the dif-

ference between 77b proceedings and ordinary bank-

ruptcy proceedings.

TO DEPRIVE MOKTrxACxEE OF REMEDY WILL
VIOLATE FIFTH AMENDMENT

The cases heretofore cited demonstrate that the

bankruptcy court, having complete jurisdiction, must

give the mortgagee an equitable remedy similar to

that which he would have had had bankrui)tcy not

supervened.

Section G7d* of the Bankruptcy LaAv protects liens

given in good faith for valuable consideration and

duly recorded (See R. 00). Petition of Cox, 15 F.

(2d) 7(!4. See Hiscock v. Bank, 20r> U.S. 28, 51 L. Ed.

945. If the statute be so construed, however, as to

hold that pendency of 77b proceedings prevents the

mortgagee from obtaining rents and profits, al-

though in the absence of bankruptcy he would have

been entitled thereto upon appropriate proceedings,

w^e submit that the statute under such construction

would be void under the Fifth Amendment as de-

priving the mortgagee of property without due pro-

cess of law

:

LouisviUe Bank v. Radford, 295 U.S. 555, 79

L. Ed. 1593.

Northern Pacific r. Boi/d, 228 U.S. 182, 57 L.

Ed. 931.

* See Appendix, p. D-11.
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Horn V. Ross Island Sand & Gravel Co., 88 F.

(2d) 64 (CCA. 9).

Security Bank v. Rindge, 85 F. (2d) 557, 561;
certiorari denied, 299 U.S. 613, 81 L. Ed.
452.

See, also, Dtiparquet v. Evans, supra.

In the Radford case the Frazier-Lemke Act was

held invalid because, although in terms it preserved

the rights of the mortgagee, in fact his remedy was

so interfered with as in effect substantially to in-

jure his rights. It was held under the severely re-

stricted remedies of that Act that there was effect-

ed a "substantial impairment of the security" of the

mortgagee.

We submit that the same is true in the present

case if it be held that the mortgagee's rights are

concluded until foreclosure sale and that he is

powerless to obtain the rents and profits collected

during bankruptcy, even upon liquidation or dis-

missal of the 77b proceedings.

In Horn v. Ross Island this court said

:

^'The Supreme Court in Louisville v. Radford
held that the bankruptcy power is subject to

the Fifth Amendment and that under the bank-
ruptcy power Congress cannot authorize the
bankruptcy court to take for the benefit of the

debtor rights in specific property acquired by
the creditor * * *."

In Security Bank v. Rindge, supra, this court

said

:

"The right to retain a lien until the debt se-

cured thereby is paid is a substantive property
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right which may not be taken from the creditor
consistently with the Fifth and Fourteenth
Amendments to the ( Vmstitiitioii. Louisville
IJank V. Radford, 2!)."; F.S. .Vm * * *."

In the Uindifc case it was contended that it was

inequitable for an assiiinee of a mortgage who had

paid forty cents on the dollar therefor to insist upon

payment in full, but the court held that the assignee

was entitled to prior lien rights regardless of the

price paid for the assignment.

The holdings in the Radford, Ross Island and

Rindge cases are to be contrasted to the language of

the court below, where it was held that the mortga-

gees should be penalized because they refused to

scale down their security. The court below said

:

"If the mortgage creditors were deprived of reme-
dies during this period, it can only be said that

the statute is paramount. Uesides, the record
indicates that these same creditors played a
major part in forcing liquidation by refusal to

accept compromise so that the result is not
inequitable" (Tv. ri2).

The effect of holding that the mortgagees are

barred from acquiring the rents and profits upon

dismissal or liquidation of 77b proceedings despite

application dul}' made to the bankruptcy court prior

thereto, of course would be to club the mortgagees

into accepting reorganization plans. The mortga-

gees would thereb}^ be forced to surrender security

rights, knowing that unless they consented to the

plan the proceeding would be prolonged and the

rents and i)rofits lost to them forever. The court
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cannot do indirectly what it cannot do directly. The

mortgagees' lien is not to be impaired either direct-

ly or indirectly. The Fifth Amendment does not per-

mit any constraint or compulsion upon a mortgagee

to surrender security rights under penalty of loss

of other security rights, to-wit, the rents and profits.

The injustice of the holding in the present case

is magnified when we recall that jurisdiction was

taken by the court below on an ex parte order with-

out a hearing (R. 6). Had there been a hearing it

is certain that the court would never have taken

jurisdiction under 77b because of the hopelessness

thereof. It is an admitted fact in this case that the

debtor was insolvent throughout; that the mort-

gages were delinquent as to taxes and interest, most

of which ran back to 1929 ; that the debtor's affairs

were in a state of total collapse; that it had virtu-

ally no income except from the mortgaged proper-

ties ; that fire insurance was not maintained or re-

pairs made, other than absolutely necessary; also

that the condition of the debtor became worse as

the bankruptcy proceedings continued; also that

the mortgages were worth less than the mortgage

indebtedness (R. 68-9). It is further an admitted

fact that these proceedings were instituted by the

debtor purely for the purpose of inducing the mort-

gagees to scale down their mortgage debts and the

interest rate thereon, which proposals were at all

times unacceptable to the mortgagees (R. 68). It

was conceded by the debtor's general counsel that

the proceedings were hopeless, whereupon the debtor
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employed other counsel in the hope that it might

be able to persuade the mortgagees to cut down
the balances (R. 08).

If there are any equities under these circum-

stances in anyone other than the mortgagees, we

fail to see it. We contend that unless the mortga-

gees are protected in the rents and profits from

and after the date of institution of the 77b proceed-

ings, there is a ^iolation of due i)rocess. We con-

tend that the ordinary bankruptcy rule prevailing

in the Seventh Circuit under Section 771), which has

been adopted also in the Third and Fifth Circuits

as to 77b cases, should be universally applied to all

77b cases which result in a liquidation or dismissal.

This is so because 77b proceedings are of a more

restrictive nature so far as the mortgagee's reme-

dies are concerned than an ordinary bankruptcy

case, and upon such dismissal or liquidation there

is more reason than in an ordinary bankruptcy

case to award to the mortgagee the rents and profits

for which he may have failed to apply. In the pres-

ent case, however, it is of little moment whether the

court adopts the nde that the rents shall be paid

from the date of application or from the date that

the 77b proceedings were filed. ''Date of applica-

tion" in our case must be considered as being no

later than the date of the first meeting of creditors

before the Special Master, when all the appellants

herein protested continuance of possession in the

debtor, as result of which protest a trustee was

named with instructions to segregate income.
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APPLICATION OF FOREGOING PRINCIPLES
TO THE FACTS OF THE PRESENT CASE.

The foregoing authorities establish the proposi-

tion that a mortgagee is entitled to rents from mort-

gaged premises in the possession of a court of bank-

ruptcy from the time of sequestration or from the

time when he asserts his claim to them in the bank-

ruptcy proceeding. Leaving for later consideration

the added arguments of Portland Trust and Savings

Bank based upon its foreclosure suits commenced

prior to bankruptcy, let us first consider the facts

as to the claims of all three appellants.

A sequestration was made by the bankruptcy

court in this proceeding in Aug-ust, 1934. When the

order of good faith under Section 77b was taken

ex parte on July 11, 1934, the entire matter was

referred to Roy F. Shields as Special Master to con-

duct hearings and make his report to the court (R.

6). Notice was given to creditors and hearings were

had before the Special Master on August 2nd and

August 13th. At these hearings the appellants ap-

peared by counsel and participated as mortgagees

holding mortgages on several parcels of real prop-

erty (R. G). The mortgagees opposed the plan of

reorganization and orally objected to the continu-

ance of the bankrupt in possession during the pen-

dency of the proceeding. They must also have as-

serted claims to the rents for the Special Master

in his report recommended that a trustee be ap-
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pointed, and that he be required to keep separate

accounts of the rents received and disbursements

made as to each of the properties covered by a mort-

gage '*so that the disposition of said funds can ul-

timately be made in accordance with the determi-

nation that the court may hereafter make as to the

ownership thereof" (R. 7). The court confirmed

the report of the Special Master and required the

trustee to keep such separate accounts (R. 7-S).

When the trustee who was first appointed failed

to qualify and C. W. Twining was appointed on

September 10, 1934, an identical provision for seg-

regation was contained in the order of appointment

(R. 8). Likewise when an order of liquidation was

entered and H. E. Eakin was appointed as liqui-

dating trustee, October 9, 1935, he was also re-

quired to keep separate accounts of and to seg-

regate receipts and disbursements as to each of the

several properties of the debtors (R. 62 and 63).

The various orders of segi*egation have been com-

plied with by all trustees in the proceeding and

from time to time accounts have been filed herein

showing the same (R. 71).

We respectfully submit that this was a suffi-

cient sequestration of the rents and profits on be-

half of the mortgagees. Vnder the authorities no

particular form of sequestration is required, and

it is not necessary for mortgagees to assert their

rights in any particular manner. An}' method rea-

sonablv calculated to bring to the attention of the
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trustee or the court in tlie bankruptcy proceedings

tlie claim of the mortgagee, seems to be sufficient.

A letter addressed to the trustee in bankruptcy

was held to be sufficient in Mortgage Loan Co. vs.

Livingston (8 C.C.A.), 45 Fed. (2d) 28. Here the

mortgagees appeared at the first opportunity in

the hearing before the Special Master, asserted

their rights as mortgagees, and obtained an order

that the rents from each of the mortgaged proper-

ties be kept separate and apart so that the income

could ultimately be disposed of in accordance with

the determination of the court as to the ownership

thereof. That constituted a setting apart of those

funds for the benefit of the mortgagees to be award-

ed to them upon proper proof that they held valid

mortgage liens thereon.

The appellants followed up the original order

of sequestration dated August 13, 1934, by filing

in the bankruptcy proceeding formal petitions in

which they set up their respective mortgages and

prayed for leave to foreclose and that the rents

be segregated for application upon their mortgage

indebtedness. Within approximately a month after

possession of the property was taken by the trus-

tee, such petitions were filed on behalf of Investors

Syndicate (October 22, 1934) and Metropolitan Life

Insurance Company (October 24, 1934).

A similar petition was not filed at that time on

behalf of Portland Trust and Savings Bank for the

reason that the mortgages of that appellant Avere
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already in process of foreclosure and the rents were

beings paid over to Kaste by the trustee in bank-

ruptcy for application under the secpiestration or-

ders of the state court. After the trustee ceased

pacing the rents to Kaste, the bank filed a petition

on February 5, 19)55, for an order requiring both

Kaste and the trustee in bankruptcy to imy all

rents over to the state court for application on its

mortgages, as will be hereinafter more fully shown,

lender the authorities cited there can be no question

as to the sufficiency of these petitions to entitle

the mortgagees to the rents accrued and to accrue

in the hands of the trustee in bankru])tcy.

PORTLAND TRUST & SAYINGS B.\NK'S

RIGHTS TO RENTS AND PROFITS

VESTED BEFORE BANKRUPTCY

AYe have heretofore stated in some detail the

special facts relating to Portland Trust (supra,

pp. 4-6). It becomes necessary at this stage to re-

state the essential facts as a basis for consideration

of the added legal features which entitle the bank

to recover.

Portland Trust instituted foreclosure proceed-

ings long before bankruptcy. Such state foreclo-

sure suits were accompanied by petitions for ap-

pointment of a Receiver. But the state court chose

to impound the rents, by requiring the debtor to

pay them into court, instead of by the appointment

of a Receiver. This was a mere matter of procedural
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macliiiiery and did not alter the fact tliat the state

court took jurisdiction of the rents and profits for

the benefit of the mortgagee. The order is quoted

in the record ( R. 9-10 ) . It requires Guaranty Trust

Company on the 12th day of each month to file

verified account and return in the state court cov-

ering the operation of the apartment houses in-

volved in each of the two foreclosure suits during

the preceding month, showing all rentals and other

income collected and all disbursements made dur-

ing said accounting period. It further requires

Guaranty Trust Company at said times to "pay into

court the net income deriA ed from said mortgaged

premises during said accounting period, to he held

as a part of the security for said mortgage indebt-

edness and to be applied according to the further

orders of the Court". This is not a mere direction

to pay the money into court subject to future de-

termination as to whose money it is. The order spe-

cifically states that the moneys are "to be held as

a part of the security for said mortgage indebted-

ness". We contend that this order was a receiver-

ship order. Hitz v. Jenks, 123 U. S. 97, 31 L. Ed. 15G.

Not only was this order complied with in every

particular prior to the bankruptcy proceedings, but

it was also complied with subsequent to the bank-

ruptcy proceedings and until the time that 77b

petition was filed some four or five months after

the original involuntary petition (R. 11). Not only

did the bankruptcy court permit the rents to be

paid into the state court after the filing of the
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involuntary petition, but to eliminate any question

of doubt in the matter, an order was entered by

the District Court under date of April 25, 1934,

specifically stating that ''the alleged bankrupt shall

not be restrained from complying with the order

of the Circuit Court of the State of Oregon, entered

in the aforesaid foreclosure proceedings, requiring

it to pay into Court monthly the net proceeds de-

rived from the operation of the properties de-

scribed in the foreclosure proceedings" (R. 11-12).

This order further permitted the foreclosure pro-

ceedings in the state court to continue. The rea-

son for entry of the order was that shortly after

the filing of the involuntary i>etition, to-wit, Jan-

uary 31, 1934, the District Court had entered a

general order staying all pending proceedings (R.

11 ) , and it Avas therefore necessary to enter a spe-

cial order exempting Portland Trust from the ef-

fect of the general order.

In fact, it was not until September 11, 1934, that

the Trustee herein began to collect the rentals from

these mortgaged properties. From June to Sep-

tember the rentals were collected by Kaste, attorney

for the bankrupt, and were held by him pending

further order of the Court (R. 12). An order then

issued requiring payment by Kaste to the Trus-

tee (R. 13).

Not only did the District Court expressly recog-

nize the prior lien of the bank to the rents and

profits by reason of the order of April 25, 1934,
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and the other matters above recited, but same was

recognized by other affirmative matters occurring

in the 77b proceedings. Thus, at the outset of the

77b proceedings and thereafter upon the appoint-

ment of each successor Trustee, the Court required

that a separate account be kept of each of the

mortgaged properties (K. 7-8). (It is to be re-

membered that the bankrupt owned nothing of any

substance except the mortgaged properties.) Fur-

thermore, not only were the moneys collected from

the apartments mortgaged to Portland Trust seg-

regated for bookkeeping purposes, both as to re-

ceipts and disbursements, but such rentals were

deposited in a trust account at The Bank of Cali-

fornia, and ever since have been and are now held

in that trust account (R. 13). Furthermore, at the

hearing before the Special Master on the petitions

herein involved, Messrs. Bischoff and Coan, who

appeared as appellees and also as attorneys for

other appellees herein, referred to the Portland

Trust moneys as constituting a trust fund, as did

also the attorneys for the bankrupt (R. 14-15).

Under these circumstances we believe there can

be no doubt as to the claim of Portland Trust to

the rentals impounded in the trust fund at The

Biank of California. (The State Court funds have

already been applied, but deficiencies remain—see

supra, p. 15).

As before stated, all the authorities agree that

the bankruptcy court, even in 77b proceedings, takes
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the bankrupt's assets subject to prior liens, and

therefore that where a mortgagee has sequestered

the rents and profits, either by actual possession,

possession through a Receiver, or otherwise, the

mortgagee's rights are prior.

Duparquct i\ Evans, 297 U.S. 21(;, 222; 80 L.

Ed. 591.

Strafon r. New, 2S.3 U.S. 31S: 75 L. Ed. 10(10.

Continental Bank r. 19/// & Walnut Corp., 79

F. 284 (CCA. 8rd).

Re Slhenrurne, 91 F. (2d) 190 (CCA. 3d).

Federal Reserve r. Wea7it, 113 Or. 1.

Thus, in Duparquet r. Evans, 297 U.S. 216, 222,

80 L. Ed. 591, the court stated:

""•= * * i^ ig * * * common learning that not

even a trustee in bankruptcy may override a

valid mortgage lien or supersede a receiver

who has been put into possession in fulfilment

of the mortgage contract. Straton v. New, 283

U.S. 318, 322, 327, 75 L. Ed. lOGO, 1093, 1098,

51 S. Ot. 465; Metcalf v. Barker, 187 U.S. 165,

47 L. Ed. 122, 23 S. Ct. 67 ; Lincoln Sav. Bank
V. Eealty Associates Securitv Corp. (CCA.
2d), 67 F. (2d) 895; Be Berdick (D.C), 56 F.

(2d) 288: Russell v. Edmondson (CCA. 5th),

50 F. (2d) 175; Re Brose (CCA. 2d), 254 F.

664; Carling v. Se^Tnour Lumber Co. (CCA.
5th) 113 F. 483, 491."

That sequestration prior to bankruptcy would

bar the Trustee herein, was expressly recognized

in the opinion of the court below, citing the case of

American Trust Co. r. England, 84 F. (2d) 352 (C

CA. 9), (R. 127-8).



52 INVESTORS SYNDICATE, et dl.

However, it is contended by our opponents that

there must have been an actual receivership or ac-

tual possession on the part of the mortgagee to bar

the bankrupt estate from holding the rents and

profits for general creditors. On its face, this is a

shocking argument, implying as it does that the

form under Avhich the state court takes hold of the

rents and profits is determinatiA^e of the mortga-

gee's rights, rather than the substance of what

Avas done by the state court. We beliei^e the fol-

loAving authorities will amply demonstrate that

there Avas a sufficient sequestration prior to the

bankruptcy proceedings

:

In Hitz V. Jenks, 123 U.S. 297; 31 L. Ed. 156,

Keyser as receiA^er of a national bank, sued to en-

force a deed by Avay of mortgage. Mrs.. Hitz de-

fended, claiming she was induced to sign A\dth her

husband by fraud and also claiming fraudulent al-

teration. The low^er court held for her but that the

deeds Avere A^alid as against her husband and or-

dered Keyser to account for rents previously col-

lected and to collect and pay into court all subse-

quent rents collected. On appeal to the Supreme

Court of the District of Columbia this was re-

versed as to Mrs. Hitz, and Keyser aa^ou completely.

She then appealed to the United States Supreme

Court and claimed among other things that she AA'as

entitled to rents paid into court pending the in-

termediate appeal. She relied, as do appellants in

the present case, on Teal v. Waller, 111 U.S. 242,

28 L. Ed. 415. Her claim was that the mortgagee
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had not been put into possession of the land by

her and therefore she was entitled to the rents.

The court, however, disposed of this contention as

follows

:

"The conclusive answer to this argument is that

the accruing rents were not received and held

by Keyser by virtue of an agreement with ITitz;

but the court, through Keyser as its receiver,

took possession of these rents in order to pre-

serve them for the party who should ultimate-

ly prevail in the suit. When it was afterwards
adjudged that the * * * the second deed of trust

w^as valid as against Mrs. Hitz; and the sum ob-

tained for the land at a sale under the powder

contained in this deed proved insufficient, by
more than the whole of the fund in court, to

pay the debt of Hitz to Jenks, secured by this

deed, it was rightly held that Mrs. Hitz had
no right as against Jenks to anv part of this

fund."

The appointment of the plaintiff in the case just

referred to as the agent of the court to collect the

rents and pay them into court as they accrued, is

identical A\iith the order which was entered by

Judge Lusk in the state foreclosure proceedings

here concerned, with the exception that in our case

the defendant was required to collect and pay into

court, whereas in the Hitz case the plaintiff was

so required. In neither case was the appointment

designated in the lower court as a ''receivership",

but just as the United States Supreme Court deemed

that in fact the plaintiff was acting as a receiver

for the court, so in fact w^as Guaranty Trust Com-

pany acting as receiver for the court in our case.
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Nomenclature is immaterial; the fact is that the

collections were made pursuant to court order and

that the part}^ collecting in either case would have

been in contempt If that order had been disobeyed.

In re Berdick, 56 F. (2d) 288 (B.C., S.D. N.Y.),

is to similar effect and is especially worthy of no-

tice inasmuch as it was cited with approval by the

United States Supreme Court in the Duparquet

case, as hereinbefore quoted. In the Berdick case

foreclosure suit was filed, but to dispense with the

appointment of receiver the owner notified the

tenants to pay the mortgagee direct, whereupon the

latter collected the November rentals. On Novem-

ber 27th bankruptcy occurred. The bankruptc}^ re-

ceiver claimed the rents on the ground that no re-

ceiver had been appointed in the foreclosure suit,

but the court held for the mortgagee, stating:

"It thus appears that the mortgagee is for all

practical purposes in possession of the premises
by consent of the mortgagor and is receiving

the rents. In the language of the court in Sul-

livan V. Rosson, supra, the mortgagee has taken
possession of the rents and of the right to them
'through some mutual arrangement therefor'.
* * * It is quite clear that its rights are su-

perior to those of the receiver in bankruptcy."

The United States Supreme Court held in Met-

calf V, Barker, 187 U.S. 165, 47 L. Ed. 122, that in

a suit to assert an equitable lien (there a creditor's

bill
)

, the judgment related back to the date of the

filing of the bill, and that since the date in that

case was more than four months before bankruptcy.
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the state court jurisdiction was prior and the equit-

able lien was to be considered as vested from the

date of the filins: of the bill.

Sequestration is not a technical conception; it

is not even necessary that an order of court be

entered, as was done in the present case. A stipula-

tion between the parties in a foreclosure proceed-

ing has been held sufficient to amount to seques-

tration: Farmers I'nion v. Sullivan, 137 Kan. 196,

19 P. (2d) 476; Hall v. Goldsivorthy, 136 Kan. 247,

14 P. (2d) 659. See 41 C. J. 628.

We contend therefore that there was sufficient

sequestration in the state court and that the bank-

ruptcy court was powerless to overcome the prior

lien rights vested in the bank to the rents and

profits. Furthermore, as previously showTi, the

bankruptcy court expressly recognized the prior

vested rights of the bank and permitted the moneys

to be paid into the state court for a considerable

time after institution of the bankruptcy proceedings

and even after that time segregated the funds and

placed them in a separate bank account as a trust

fund. Collection of the rents and profits by the

Trustee herein was in express recognition of the

bank's prior rights. All that the bankrupt estate

owTied beneficially at any stage of these bankruptcy

proceedings was the worthless equity of redemption.

Except for the debtor's imposition upon the court

in the present case, whereby the court was led to

believe that there were equities in the various mort-
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gaged properties, the court would never have taken

jurisdiction under 77b in the first place, and no

rentals would ever have been paid into the hands

of the Trustee from the apartments mortgaged to

the bank.

Such sequestration was expressly recognized and

deferred to by the bankruptcy court, which for

several months permitted the reilts to be paid into

the state court (K. 11-12), and which placed all

rents from properties mortgaged to Portland Trust

in a special trust account at The Bank of Cali-

fornia (R. 13).

MORTGAGEES' REMEDY IN BANKRUPTCY
COURT NOT IMPAIRED BY STATE LAW
It is contended by appellees that under the law

prevailing in the State of Oregon a mortgagee, un-

less he takes possession prior to bankruptcy or has

a receiver appointed prior to bankruptcy, is ut-

terly without remedy thereafter in the bankruptcy

court so far as obtaining the rents and profits is

concerned. This argument is predicated on the

theory that the claim to the rents and profits under

the mortgage agreement is nothing more than an

inchoate right and that the lien does not vest until

possession is taken by the mortgagee directly or

through a receiver, which is ordinarily impossible

in a court of bankruptcy.

Appellees' argument concerning the Oregon law

is based upon a misinterpretation of the case of
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Teal V. Walker, 111 U.S. 242. That case merely held

as a matter of common law that so long as the

mortgagor has possession he need not account for

the rents and the court said that this conclusion

was "strengthened" by the Oregon statute as it

stood prior to the 1927 amendment. It is clear that

the court did not consider that the law in Oregon

was different from the general common law on the

subject, but on the contrary the Oregon statute

merely affirmed the common law. The court's opin-

ion shows clearly that in a proper case a receiver-

ship could be granted under the Oregon statute even

before the 1927 amendment.

Appellees rely also on the cases of Thomson vs»

Shirley, 69 F. 484 (D. Or.), and Conper vs. Shirley,

75 F. 1()8, (CCA. 9). In the former case the court

appointed a receiver under a provision in the mort-

gage so permitting, but no showing was made by the

plaintiff as to any equitable reason why the re-

ceivership was necessary. The sole question, there-

fore, was whether the agreement for the receiver

was an enforcible contract obligation. The court

held otherwise in the absence of a showing requiring

the intervention of a court of equity, such as inse-

curity or waste, both of which are present in our

case. However, the court was careful to point out

that it did not hold that a receiver would not be

appointed on a proper showing, stating:

"The stipulation in the mortgage that upon the

mortgagor's default a receiver may be appoint-
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ed to take tlie crops, in no wise enlarges the
rights of the mortgagee. In a proper case a re'

ceiver will he appointed without such stipula-

tion. In no other case should one be appointed,
no matter what the parties may agree before-

hand. The only exception to the well-established
rule which excludes the mortgagee from pos-
session of rents and profits by a receiver is in

that class of cases where the value of the prop-
erty mortgaged is threatened with loss or de-

struction."

We believe that the court's statement as to the

grounds for appointing a receiver were too narrow,

but they were not necessary to the opinion in the

case because no grounds at all were shown other

than the provision in the mortgage.

On appeal the court in the case of Couper vs.

Shirley affirmed the lower court's decision but con-

siderably modified the language. The court there

said:

"It must be borne in mind that the appointment
of Couper as a receiver was not made by virtue

of any of the established general principles

of equity, which, when alleged to exist, would
authorize a court of equity to appoint a re-

ceiver, but was made solely in pursuance of the

stipulation contained in the mortgage. The sole

question for our consideration is whether such

a stipulation, of itself, authorized the court to

make the appointment, under the laws of Ore-

gon."

And again

:

"It is enough to say that it has been authorita-

tively settled that, under the provisions of the

statutes of Oregon, they have no power to hind
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the conris, independent of any equitable condi-
tion Avhicli nii^ht be shown to exist, hy any
stii^iilation, contract, covenant or agreement
contained in the mort^aj^e for the appointment
of a trustee or receiver to take charjre of the
rents, issues and profits of the niort^ajred
premises pending a foreclosure of the moi-t-

gage."

But what application do TvaJ r. Walhcr and the

^hlHey cases have to our case? The answer is, none

whatsoever. This is a bankruptcy case; those were

not. Tn the Teal case, as between mortjragor and

mortgagee, the latter claimed to be entitled to the

rents and profits automatically on default by al-

leged self-executing provisions of the mortgage.

There was no application for sequestration to any

forum whatsoever until after the rents and profits

had been collected. Tn the S^hirJei/ cases, an appli-

cation was made for appointment of receiver, but

no gi'ounds were shown sufficient to justify equit-

able interposition—the mortgagee relied solely on

the clause in the mortgage.

The present is a case where admittedly there

was ample ground for the appointment of a re-

ceiver, if bankruptcy had not intervened. Waste

existed, taxes unpaid for years, the properties per-

mitted to deteriorate, no repairs made, insurance

unpaid, income fully applied for the mortgagor's

private purposes. The state court had protected

Portland Trust by an order tantamount to a re-

ceivership (supra, p. 48) ; the other mortgagees had

not asked for receivership prior to bankruptcy be-
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ed to take tlie crops, in no wise enlarges the
rights of the mortgagee. In a proper case a re-

ceiver will lye appointed without such stipula-

tion. In no other case should one be appointed,
no matter what the parties may agree before-

hand. The only exception to the well-established
rule which excludes the mortgagee from pos-
session of rents and profits by a receiver is in
that class of cases where the value of the prop-
erty mortgaged is threatened with loss or de-

struction."

We believe that the court's statement as to the

grounds for appointing a receiver were too narrow,

but they were not necessary to the opinion in the

case because no grounds at all were shown other

than the provision in the mortgage.

On appeal the court in the case of Couper rs.

Shirley affirmed the lower court's decision but con-

siderably modified the language. The court there

said:

"It must be borne in mind that the appointment
of Couper; as a receiver was not made by virtue

of any of the established general principles

of equity, which, when alleged to exist, would
authorize a court of equity to appoint a re-

ceiver, but was made solely in pursuance of the

stipulation contained in the mortgage. The sole

question for our consideration is whether such

a stipulation, of itself, authorized the court to

make the appointment, under the laws of Ore-

gon."

And again

:

"It is enough to say that it has been authorita-

tively settled that, under the provisions of the

statutes of Oregon, they have no power to bind
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the courts, independent of any equitable condi-
tion which mi^ht be shown to exist, by any
stipulation, contract, covenant or aproeniont
contained in the mortj?aj2^e for the appointment
of a trustee or receiver to take charj?e of the
rents, issues and profits of the niortjjajred

premises pendinpj a foreclosure of the moi-t-
gage."

But what application do Tral r. Walker and the

S!hirlcy cases have to our case? The answer is, none

whatsoever. This is a bankruptcy case; those were

not. Tn the l\'aJ case, as between mortgagor and

mortgagee, the latter claimed to be entitled to the

rents and profits automatically on default by al-

leged self-executing provisions of the mortgage.

There was no application for sequestration to any

forum whatsoever until after the rents and profits

had been collected. In the Shirlei/ cases, an appli-

cation was made for appointment of receiver, but

no gi^ounds were shown sufficient to justify equit-

able interposition—the mortgagee relied solely on

the clause in the mortgage.

The present is a case where admittedly there

W'as ample ground for the appointment of a re-

ceiver, if bankruptcy had not intervened. Waste

existed, taxes unpaid for years, the properties per-

mitted to deteriorate, no repairs made, insurance

unpaid, income fully applied for the mortgagor's

private purposes. The state court had protected

Portland Trust by an order tantamount to a re-

ceivership (supra, p. 48) ; the other mortgagees had

not asked for receivership prior to bankruptcy be-
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cause of certain promises that were never fulfilled

(R. 424). After bankruptcy, timely application is

made. The situation thus presented to the bank-

ruptcy court, as contrasted to the situation before

the court in the Teal case and the Shirley case, is

that every ground for equitable jurisdiction for ap-

pointment of a receiver exists — insecurity of the

mortgagee, waste, deterioration and threatened de-

struction of security value. Under these circum-

stances, a receiver would clearly have been appoint-

ed in the state court. Is the bankruptcy court to be

bogged down by the technicality that no application

for receiver was made prior to bankruptcy? The

answer is contained in the many cases which we have

cited from this and other circuits to the effect that

the mortgagee will be held entitled in the bankruptcy

court upon proper application, or other act of the

mortgagee indicating his election. And this is true

because now the bankruptcy court is the only forum

to Avhich the mortgagee can look. It alone has juris-

diction, and being a court of equity, will apply an

equitable remedy that meets the need.

If there were ever any thought that in Oregon

under the Teal and Shirley cases, a mortgagee, in

the absence of voluntary surrender of possession by

the mortgagor, is not entitled to rents and profits

until purchase at sheriff's sale, such misconception

is entirely overthrown by the 1927 Amendment to

the Oregon statute—Laws 1927, Chap. 310, Sec. 1.

Prior to 1927 our statute read:
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"A mortgage of real property shall not be deciiiod

a conveyance so as to enable the owner of the
mortgage to i-ecovei- ])()ssession of the i-eal proj)-

erty without a foreclosure and sale according
to laAV."

But in 11)27 the following proviso was added:

^'Provided, that nothing in this act contained
shall be construed as any limitation upon the

right of the owner of real i)r()perty to mortgage
or pledge the rents and i)rofits thereof, nor ;is

prohibiting the mortgagee or i)ledgee of such
rents and profits, or any trustee under a moii;-

gage or trust deed from entering into possession
of any real x>roperty, other than farm lands or

the homestead of the mortgagor or his suc-

cessor in interest, for the purpose of operatinc
the same and collecting the rents and profits

thereof for application in accordance with the

provisions of the mortgage or trust deed or
other instrument creating the lien, nor as any
limitation upon the power of a court of equity

to appoint a receiver to take charge of such
real property and collect such rents and profits

thereof." Or. Code 10.30, § 5-112.

Of what importance, then, are the Shirley cases,

or the Teal case, decided l)efore 1927? As we will

hereafter show, the 1927 statute did not change this

law—it was always true in Oregon that the court

through receiyership or otherwise would in a prop-

er case apply rents and profits for the l)enefit of

a mortgagee. But because of misconception of the

Teal and Shirley cases, the 1927 Amendment was

adopted as an expository statute to make clear the

fact that the ordinary common law equitable reme-

dies were available in Oregon and that the provi-
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sions of the old statute were never intended to in-

terefere with such common law equitable remedies.

(It is again to be noted that the United States Su-

preme Court in Teal v. Walker, held that the old

Oregon statute "strengthened" the common law rule

that the mortgage is not self-executing as to rents

and profits on default — clearly indicating that

Oregon is not an exceptional state, but that it con-

forms to the common law rule. The 1927 Amend-

ment makes it clear that Oregon conforms to the

common law rule as to equitable remedies in case of

default — application of rents and profits prior to

foreclosure sale where equitable grounds exist, as

they do in our case.)

Oregon has a general receivership statute re-

citing the various cases in which receiver may be

appointed : Oregon Code 19.30, Section 32-702. The

statute reads in part as follows

:

"A receiver may be appointed by the court in

the following cases

:

"1. Provisionally, before judgment or de-

cree, on the application of either party, when
his right to the property, which is the subject

of the action, suit or proceeding, and which is

in the possession of an adverse party, is prob-

able, and the property or its rents or profits

are in danger of being lost or materially in-

jured or impaired; * *"

The above statute in its reference to "rents or

profits" that "are in danger of being lost" to the

mortgagee constitutes explicit authority on the part

of the court for the appointment of receiver in a



vs. LLOYD R. SMITH, et al. 63

mortgage foreclosure suit, being in this respect

a dui)lication of the 1027 Amendment to Oregon

rode 1080, Section 5-112.

As illustrative of the common law rule whereby

a court of equity will in a i)roper case appoint a

recei^er, or otherwise sequester the rents and

profits, we quote from FrcctJman'^ i^av. & T. Co.

r. Shepherd, 127 T\S. 201, 82 L. Ed. ir)3. There it is

said

:

"As was said in Kountze v. Omaha Hotel Co.,

107 U.S. 305, 'courts of equity always have the

1)0wer where the debtor is insolvent, and the

mortgaged property is an insufficient security

for the debt, and there is good cause to believe

that it will be wasted or deteriorated in the

hands of the mortgagor, as by cutting of tim-

ber, suffering dilapidation, etc., to take charge
of the property, by means of a receiver, and
preserve not only the corpus but the rents and
profits, for the satisfaction of the debt. When
justice requires this course to be pursued, and
it is resorted to by the mortgagee, it will give

him ample protection'."

NeiJson vs. HeaJd. 151 Minn. ISl. The court there

said

:

''Ordinarily, under our law, the mortgagor or

his successor in interest is entitled to the pos-

session of the proi>erty and to the rents and
profits therefrom during foreclosure proceed-

ings and until the expiration of the period of

redemption (Marshall & I. Bank vs. Cady. 76

Minn. 112, 78 N.W. 078) ; but, if he permits

waste of a character to impair the security, and
the security is inadequate and those personally

liable for the debt are insolvent, a receiver mav
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be appointed to take charge of the property and
to apply the rents and profits, or so much there-

off as may be necessary for that purpose, in

protecting it from preventable waste."

So it is clear under the decisions and statute

that ample grounds exist here for sequestration of

the rents and profits by a court of equity in Oregon.

And our opponents' contention comes down once

more to the argument that appellants failed to

sequester the rents prior to bankruptcy. This of

course is wholly false as to Portland Trust, for

whose benefit the rents were sequestered both be-

fore and after bankruptcy in the state court. It is

true as to Investors Syndicate and Metropolitan

Life that no sequestration Avas made before bank-

ruptcy, but all the appellants herein made timely

and repeated requests to the bankruptcy court for

the rents and profits, alleging undisputed gi'ounds

for application thereof. ITnder the doctrine of the

England case, Livingston case, BindseU case, TA-

herdar case, and all the other numerous cases here-

tofore cited, appellants are entitled. There is noth-

ing in the Oregon law, common law or statutory, to

the contrary. In this case as in the cases just re-

ferred to, the mortgagees appealed to the bank-

ruptcy court for protection as to the rents and

profits, and are just as fully entitled thereto.

Oregon has not attempted to protect a mortga-

gor's rights to rents and profits in the event of

bankruptcy. Conversely, Oregon has not attempted

by statute or otherwise to deprive the mortgagee
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of his equitable remedy, simply because the remedy
may not have been asserted prior to bankruptcy.

It would be absurd for ()iec:on, or any other state,

to attempt to legislate as to equitable remedies in

a court of bankruptcy. Tt is sufficient that a valid

mortgage lien was created under the laws of Ore-

gon w^hich is respected by the Bankruptcy Act (Sec.

CTd*)
; and that in Oregon it is recognized that on

default the mortgagee under ordinary equitable

principles may have the rents and profits seques-

tered in a proper case for equitable relief. T'pon

bankruptcy, state jurisdiction ceases. The bank-

ruptcy power awarded Congress by the Constitu-

tion is paramount. The bankruptcy court alone, un-

der the pro^isions of the Bankruptcy Act, and with

the established equity jurisdiction of the bank-

ruptcy court, determines the questions before it.

The bankruptcy court being the only forum, must

deal fairly with adverse claimants who intervene

by filing petitions asserting adverse claims. The

bankruptcy court is the onJt/ court, and the mortga-

gee's equitable remedies must be preserved intact,

though the relief is necessarily in different form—
the bankruptcy court appoints no special receiver

for a mortgagee, as the trustee serves for all under

the court's direction and control. As stated by this

court in American Trust Co. r. Fnr/land, supra, quot-

ing from the lArinqsion case:

"They were, of course, unable to take possession

* See Appendix, p. D-11.
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of the propert}^ from the receiver, except on an
order of court, and the record in this case war-
rants the conclusion that the receiver was act-

ing not only in behalf of the general creditors,

insofar as this property was concerned, but was
acting also in behalf of these mortgagees, and
he collected and impounded these pledged rents
and issues, keeping them separate from his

other accounts for apparently no other pur-
pose than to make them available as a part
of the security under this second mortgage. * *

We are of the vieAv that the mortgagees in ef-

fect intervened in the receivership proceedings
in aid of their proceedings to foreclose, and this

intervention operated to charge all of the net
income arising from the operation of the prop-

erty by the receiver mth the lien of their mort-

gage. * * *

" 'To hold that the mortgagees had a legal right

to these rents and issues under the provisions

of their mortgage, but that they should be pre-

cluded from recovering same because they had
not technically pursued a legal remedy is to

overlook the fact that the property was in the

control of a court of equity, and that equitable

remedies commensurate with the legal rights

of the parties should be available. To take from
the mortgagees the property to which confessed-

ly they are entitled under the pledge proAision

of their mortgage, and transfer it to the unse-

cured creditors of the bankrupt, appeals to us
as harsh, inequitable, and unwarranted.' Mort-
gage Loan Co. v. Livingston, supra (CCA.)
45 F. (2d) 28, 32, 3.S, .S4."

We will not repeat the argument and cases previ-

ously cited, that the bankruptcy court will, on ap-

propriate action therein by the mortgagee, award

the rents and profits before foreclosure sale. Our

present purpose is merely to point out that there is
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nothing: peculiar to Oregon law to take this case out

of the general rule recognized by this and all other

circuits that have passed on the question.

Nor can it be stated that Oregon is different be-

cause in Oregon the covenant for application of

rents upon default is not self-executing. It is true

that in Pennsylvania and Illinois and in a very

few other states such provision entitles the mort-

gagee to possession and to the rents and profits

upon default, irresi)ective of application for re-

ceiver or sequestration. But of the many cases from

the various circuits hereinbefore cited by us for the

proposition that on appropiate application the bank-

ruptcy court will sequester rents and profits for

the benefit of the mortgagee, practically all of them

arose in jurisdictions where, as in Oregon, the pro-

vision for rents and profits is not self-executing, but

where positive action must be taken by the mortga-

gee, similar to the situation in Oregon.

Thus, this court in the St. James case, 05 F. (2d)

at page 84, stated the general rule that the mortga-

gee was not entitled to the rents and profits until

actual possession taken or receiver appointed and

stated that such was the rule both in Xew York and

California.

The Now York rule is that a mortgagee is not

entitled to possession despite provision to that ef-

fect in the mortgage unless he takes actual posses-

sion, personally or through a receiver, in a proper

case. Sullivan vs. Rosson, 223 N.Y. 217, 119 X.E.
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405. TMs again is tlie same rule as prevails in the

State of Oregon, 3^et the cases are uniform under

the New York law that from and after the date of

an application in the bankruptcy court by the mort-

gagee for the rents and profits he will be entitled to

same (always assuming that there are equitable

grounds for the appointment of a receiver). In re

Brose, 254 Fed. C>64, CCA. 2; Lincoln Bank vs.

Realty Associates, G7 Fed. (2d) 895, CCA. 2. These

cases demonstrate that under a statutory and com-

mon law situation similar to that of Oregon the

mortgagee's rights are not cut off on account of

bankruptcy.

We have already had occasion herein to point

out (supra, pp. 35-6) that in the case of Prudential v.

Liherdar, 74 F. (2d) 50, which arose in New York,

the Second Circuit in holding application by a mort-

gagee to the equity court in general receivership

was sufficient to entitle him to the rents and profits,

compared the Oregon Statute ( as it existed prior to

1927), as construed in Teal v. Walker, to the New
York statute. The court held that under both stat-

utes an agreement for the rents and profits upon

default was not self-executing but that the remedy

was by application to the court, stating with refer-

ence to the statute (74 F. (2d) at page 53) :

"It is much more in accord with its spirit that

the court should appoint a receiver in foreclo-

sure or if, as in the present case, receivers have
already been appointed in a suit for conserva-
tion of assets, that the court should retain pos-
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session of the proi)erty and have the rents col-

lected for the benefit of all concerned. In this
way the general creditors will not be in posi-
tion to complain of mismanagement l)y the
mortgagee, while the latter will have its rights
protected as fully as though the i)roperty were
in its own possession and under its manage-
ment."

Nor can it be said that the mortgagee's rights to

the rents and profits are inchoate and cannot be

claimed in the bankruptcy court unless "perfected"

prior to bankru})tcy. We have showTi that all

the cases permit a mortgagee to recover the rents

and profits after bankruptcy and that the only

split in the authorities is as to whether such

rents belong to the mortgagee automatically or

only upon application to the court. Thus, cases in-

volving assignment of future wages, such as In re

West, 128 F. 205; Local Loan Co, v. Hunt, 292 U.S.

234, 78 L. Ed. 1230, or cases involving mortgage on

future crops {S'lmms t\ Jamieson, (u F. (2d) 409)

are not in point. The reasoning of the courts in the

wage cases is that there is nothing in advance of

bankruptcy upon which a lien can be asserted, and

further that it is against the policy of the Bank-

ruptcy Act to permit the bankrupt's earnings after

the date of bankruptcy to be pledged. The future

crop cases are to be distinguished on the gi-ound

that the crops are not yet in existence as of the

time of bankruptcy, and under the Oregon law there

is therefore no lien in effect at time of bankruptcy.

However, in a mortgage case, assuming that we have
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a valid mortgage, duly recorded, as in the present

case, there is a valid lien existing prior to bank-

ruptcy. The right to the rents and profits is inci-

dental to the main lien, and it is merely a matter

of remedy to apply the rents and profits to the mort-

gage indebtedness. The rents and profits spring

from the very property which comprises the secur-

ity right.

AMENDMENT OF 1927 IS APPLICABLE TO
MORTGAGES PREVIOUSLY EXECUTED.

The contention will doubtless be made here as

it was in the court below that the Investors Syn-

dicate is not entitled to the benefit of the 1927

amendment for the reason that its mortgages were

executed prior to the time when the amendment

was adopted. The right of the Investors SjTidicate

to the rents and profits is not dependent on the

1927 amendment since it had ample gi'ounds for the

appointment of a receiver upon well established

equitable grounds, in accord with the principles an-

nounced in Teal vs. Walker and the SJiirley cases.

NeAertheless a casual consideration of the matter

will disclose that the amendment is applicable to the

mortgages of Investors Syndicate even though they

were executed prior to its adoption. The opinion

of the Special Master to that effect (R. 103-4), con-

firmed by the District Judge (R. 126-127), is sus-

tained both by reason and authority.
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All of the mortgages of Investors Syndicate con-

tained appropriate provisions mortgaging the rents

and profits as security for the debt and providing

that in the event of foreclosure upon default a re-

ceiver might be appointed to collect the rents (R.

5n-(!0). As to three of the properties there were

separate assignments of rents of like tenor and

effect (R. 54).

The argument that the 1027 amendment is not

applicable to mortgages previously executed is based

upon the erroneous assumption that no statutes of

any kind or character may be given a retroactive

application. It also overlooks the well established

distinction between statutes dealing with substan-

tive law and those relating to the remedy. We pro-

pose to show by two distinct lines of authority that

the Investors Syndicate is entitled to the benefit

of the 1927 amendment.

(1) In the first place, the 1027 amendment

should be given a retroactive application for the

reason that it is a declaratory or expository type

of statutory enactment designed to clarify the mean-

ing of the original statute. As such, it will be con-

strued to have determined the meaning of the orig-

inal statute from the time of its enactment, subject

only to the constitutional restriction that such ap-

plication may not be made if the effect would be

to impair any vested rights or interests.

That the 1027 amendment is a declaratory or

expository statute there can be no doubt. In fact it
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would be difficult to find a better illustration of

ttiat kind of enactment. That it was not intended to

create new, substantiA e rights or liabilities is shown

both by its form and substance. The amendment is

in the form of a proviso which is generally not used

to create new rights or liabilities but rather to ex-

plain or qualify Avhat has gone before.

Minis vs. United States^ 15 Pet. 423.

Meyers vs. Pacific States Lumber Co., 122
Ore. 315, 259 Pac. 203.

Olson vs. Heisen, 90 Ore. 176, 175 Pac. 859.

The amendment merely declares how the existing

statute ''shall be construed". It begins with the sig-

nificant language that "nothing herein contained

shall he construed as any limitation upon the right

of the oAATier of real propert}" to mortgage or pledge

the rents or profits thereof * * *."

It seems to be Avell established that a statute or

amendment declaring the meaning of an existing

statute, which can be so applied AAithout the disturb-

ance of intervening vested rights will be held to

determine the proper construction of the statute

from the beginning.

59 C. J. 1181

:

"An expository or declaratory act is one that

does not purport to change the former law, but
only to determine the proper construction to be
placed uj^on the common law or a former statute.

As a general rule, an act declaring the proper
construction of a former statute is giving a re-

troactive operation so as to determine the mean-
ing of the earlier statute from its enactment."
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Washlnqton Railicai/ Co. rs. Martin, 7 D.C.
120:'

"Now, although it is not within the competency
of even the legislative power to deprive any
person of a vested right, by means of a declara-
tory act, yet when no right has been already
secured under the former act, the legislature

may declare its meaning by a subsequent law,
and this will be held to be the meaning of the
first law from the beginning, for no wi'ong is

thereby inflicted, since no rights had become
vested."

Clayton vs. Schultz, 50 Pac. (2d) UCy at 449,

4 Cal. (2d) 425.

"While a declaratory statute cannot bind the

courts with respect to application of the orig-

inal statute to transactions which occurred or

rights of action which accrued prior to passage
of the declaratory act, yet in the absence of

intervening rights^ an act declaratory of a

former one has the same effect as if embodied
in the original act at the time of its passage."

To the same effect

:

}fosIc rs. BUUceU, 1.30 Fed. 3.34 (2 C.C.A.).

CoweU rs. Colorado Sprinf/s, 3 Colo. 82.

There is no good reason why these principles

should not be applied to the 1927 amendment of Sec-

tion 5-112 Ore. Code 1930. The right of the legisla-

ture under the constitution of Oregon to enact re-

trospective or retroactive statutes has long been

recognized. MacKenzie vs. Douglas County, 91 Ore.

375, 178 Pac. 350. Curative and remedial statutes

of various types have frequently been enacted in
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Oregon and given a retroactive application. Men-

asha Co. vs. Coos County, 66 Ore. 431, 134 P. 1037.

Although the 1927 amendment has never been

construed by the Supreme Court of Oregon, it has

been applied to previously executed mortgages by

many Circuit Courts. Also, it has been decided in

the Federal District Court of Oregon that the

amendment is a declaratory statute and applies to

mortgages previously executed. New York Life In-

surance Co. vs. Progressive Realty Co., decided Jan-

uary 7, 1935 (unreported) (R. 127).

It cannot be successfully asserted that the ap-

plication of the 1927 amendment to the previously

executed mortgages of the Investors S;yTidicate dis-

turbs any vested rights or impairs the obligation of

any contract. On the contrary the 1927 amendment

operates in favor of the enforcement of contract

obligations made by the parties. Section 5-112 Ore.

Code 1930 prior to the amendment, under the doc-

trine of Teal vs. Walker and the Shirley cases, ren-

dered the contract provisions for obtaining the rents

and profits unenforceable as being against the de-

clared public policy of the state.

As stated in Teal vs. Walker, such provisions

were *'not expressly prohibited by law". They were

neither malum prohibitum or malum in se. But

they remained dormant as long as the previous con-

struction of the statute constituted an impediment

to their enforcement.

It seems obvious, without an examination of



vs. LLOYD R. SMITH, et al. 75

authorities, that a change in the law whereby a con-

tract is rendered enforceable in accordance with its

terms could not be considei-ed an ''imi)airnient" of

the contract. Tt seems equally obvious that a nioit-

gagor who has entered into a contract jn-ovjding

for the remedy of a rer'eiver to collect rents and

profits does not have a vested right in the impedi-

ment to the enforcement of that contract, and should

not be heard to complain of a subse(iuent change in

the law which has the effect of making the contract

enforceable according to the intention of the parties.

The principle is stated in 12 Corinis Juris 10(10 :

*'A statute may not be declared unconstitution-

al on the ground that it gives binding force to

a voluntary agreement void or unenforcible

when made. Acts validating usurious loans and
those perfecting defective conveyances may be

mentioned as exami)les of this class of legisla-

tion.''

12 C.J. lOfU:

"It is within the power of the legislature to give

validity to contracts previously made by a cor-

poration which are unenforcible by reason of

the corporation's having been defectively or-

ganized or organized under an invalid statute,

or, in the case of a foreign corporation, invalid

because of its failure to comply with a condi-

tion precedent to its I'ight to do business in the

state."

The text is amply supported by cases holding

that no constitutional rights are invaded where a

contract unenforceable when made is rendered en-

forceable by a subsequent change in the law.
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Gross vs. U. S. Mortgmje Co., 108 U.S. 477, a

leading case, holds that a mortgage unenforceable

^vhen made because it was against x^ublic policy,

may be rendered enforceable by a subsequent change

in the law without depriving defendant of any vest-

ed rights, since a party cannot hai^e a vested right

in an impediment to the enforcement of a contract.

To the same effect

:

National Surety Co. vs. Architectural Co., 226
U.S. 276.

Ewall vs. Daqgs, 108 U.S. 143.

Watson vs. Mercer, 8 Pet. (U.S.) 88.

Prideau vs. Des Moines Joint Stock Land
Bank, 34 Fed. (2d) 308.

Bennington County Savings Bank vs. Lowry,
160 Wis. 659, 152 N.W. 463.

(2) By a different line of reason and authority

the conclusion may also be reached that the 1927

amendment is applicable to the provision in the In-

vestors Syndicate mortgages for the appointment

of a receiver upon foreclosure. All of the mortgages

of Investors Syndicate not only mortgage and

pledge the rents and profits as a part of the security

for the debt, but they also provide that in the event

of default and upon foreclosure the Court shall ap-

point a receiver to collect the rents and profits.

Receivership is a matter of remedy. It is a reme-

dy employed by a court of equity as an aid in the

administration of justice. Since it is not the sub-

ject of a separate proceeding but can only be used

as an instrument to aid the coiu^t in a suit based
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on other equitable grounds, it is classed as an an-

cillary remedy. The provisions in the mortp^aj^es of

Investors Syndicate to the effect thai ni)on fore-

closure a receiver should be ai)pointed to collect the

rents and profits amount to contracts for a remedy.

At the time these contracts were made they were

not enforceable obligations l>ecause they were

against the public policy declared by 'Section T)-]\'2

as construed by Teal vs. Walk(M*.

One provision of the amendment is that the stat-

ute shall not be construed "as any limitation upon

the power of a court of equity to appoint a receiver

to take charge of such real property and collect such

rents and profits thereof". This part of the proviso

had the effect of removing the restriction, if any,

contained in the main statute upon the right of the

court to appoint a receiver in a foreclosure suit.

Since that pro^ision relates to the remedy to be

employed in a suit it will be given a retroactive ef-

fect, or more properly stated it will be applied by

the court to suits thereafter filed even though the

cause of suit arose prior to the amendment.

That principle of law is so universally recog-

nized that an extensive consideration of authorities

is not required. The rule is well stated in ."iJ) (\.T.

1173:

''The general rule that statutes will be construed

to be prospective only and not retrospective or

retroactive ordinarily does not apply to stat-

utes affecting remedy or procedure, or, as is

otherwise stated, such general rule is subject
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to an exception in the case of a statute relat-

ing to remedies or procedure. AVhile it has been
said that statutes relating to remedies or pro-
cedure may be given a retroactive operation, a
more accurate statement of the principle in-

tended is that, unless expressly prohibited by
statute, and in the absence of directions to the
contrary, or unless in doing so some contract
obligation is violated or some vested right di-

vested, statutes merely affecting the remedy or

law of procedure apply to actions thereafter,

whether the right of action accrued before or
after the change in the law."

Link vs. Keceivers, 73 Fed. (2d) 149:

"It is true that statutes relating to practice and
procedure generally apply to pending actions

and those subsequently instituted, although the

cause of action may have arisen before."

Pacific Indemnity Co. vs. Insurance Co., 25

Fed. (2d) 930^, (9 CCA. 1928) :

In that case this Court held that a California

statute passed in 1927 providing that when it ap-

peared in any action that the parties had agreed to

resort to arbitration the court should stay the pro-

ceedings until the arbitration was completed, was

applicable to a contract previously executed for the

reason that it was a matter relating to the remedy.

Brainard vs. Coeur d'Alene Mining Co., 35

Idaho 742, 208 Pac. 855

:

"Legislation which affects only the remedy or

the procedure embraces pending actions, unless

it contains words of exclusion." (Citing many
cases.)

I
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Other illustrative cases are:

Judkins vs. Jaffee, 21 Or. SO, 27 Pac. 221.

Darling vs. Miles, 57 Or. 50:?, 112 Pac. 10S4.

McGuire vs. runningham, 222 Pac. 838, CA
Oal. App. r^'M).

The foregoing princii)les and authorities would

seem to leave no room for doubt but that the mort-

gages of Investors Syndicate, although executed

prior to the 1927 amendment, are entitled to the

benefits of that statute. The same result is obtained

whether the statute is viewed as a declaratory en-

actment which establishes the true inter])retation

of the statute from the beginning, or whether it is

viewed as a statute relating to the remedy. Under

either theory to accord Investors Syndicate the bene-

fits of the amencbnent would not disturb any vest-

ed right or impair the obligation of anv contract.

On the contrary it would serve to give effect to the

contract which the parties made. Such a result

would be just, as well as lawful.
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CONCLUSION

For tlie reasons assigned, it is contended tliat

tlie order below should be reversed and decree en-

tered in favor of the mortgagees for the rents and

profits to the extent of their deficiencies.

Respectfully submitted,

STEPHEN H. BOYLES
CHAS. W. REDDING
VERNE DUSENBERY,
Attorneys for Investors Syn-

dicate, Appellant.

VERNE DUSENBERY,
Attorney for Metropolitan Life

Insurance Company, Appel-

lant.

VERNE DUSENBERY,
HERBERT L. SWETT,

Attornej^s for Portland Trust

& Savings Bank, Appellant.
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2. That the court erred in holding that all ren-

tals collected by the Trustee in the above proceed-

ing from the Nordell Apartment, Kesthaven Apart-

ment, Chapman Court Apartment, Duplex Apart-

ment (First) and Duplex Apartment ('Second),

upon which the appellant, Investors Syndicate, held

mortgages and which were collected prior to sale

upon foreclosure of the property covered by said

mortgages respectively, should be held and dis-

bursed by said Trustee as a part of the funds avail-

able for the payment of expenses of administration

and claims of the estate.

3. That the Court erred in sustaining the ex-

ceptions of the petitioning and intervening credi-

tors and of Ralph A. Coan and S. J. Bischoff to Con-

clusions of Law numbered six and seven of the

Special Master's Report dated November 14, 1936,

wherein the Master found and recommended that

the net rentals and income from the Adele Manor

and the Charmaine Apartment, in the hands of the

Trustee, after making deductions therefrom of

amounts representing (a) reasonable furniture

rental, and (b) property management charge,

should be held by the Trustee for the benefit of the

Portland Trust and Savings Bank to be applied

toward the payment of its respective mortgages on

said respective apartment properties, but limiting

recovery in the event of foreclosure sale to the

amount of deficiency after said sale.

4. That the Court erred in holding that all ren-
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tals collected by the Trustee in the above proceed-

ing from the Adele Manor and the Charmaine

Apartment, upon which the appellant Portland

Trust and Savings Bank held mortgages and which

were collected prior to sale upon foreclosure of the

property covered by said mortgages respectively,

should be held and disbursed by said Trustee as a

part of the funds available for the payment of ex-

penses of administration and claims of the estate.

5. That the Court erred in sustaining the excep-

tions of the petitioning and intervening creditors

and of Ralph A. Coan and S. J. Bischoff to Con-

clusion of Law numbered eight of the Special Mas-

ter's Report dated November 14, 103(), wherein the

Master found that the net rentals and income from

the Maravilla Court Apartment, in the hands of

the Trustee, after making deductions therefrom of

amounts representing (a) reasonable furniture

rental, and (b) property management charge,

should be held by the Trustee for the benefit of the

Metropolitan Life Insurance Company to be applied

toward the payment of its mortgage on said apart-

ment property, but limiting recovery in the event

of foreclosure sale to the amount of deficiency after

said sale.

G. That the Court erred in holding that all ren-

tals collected by the Trustee in the above proceed-

ing from the Maravilla Court Apartment, upon

which the Appellant, Metropolitan Life Insurance

Company, held a mortgage and which was collected
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prior to sale upon foreclosure of the property cov-

ered by said mortgage, should be held and dis-

bursed by said Trustee as a part of the funds avail-

able for the payment of expenses of administration

and claims of the estate.

Wherefore, the appellants jointly and severally

pray that the aforesaid order of the District Court

of the United States for the District of Oregon, en-

tered June 8, 1938, be reversed, and that a decree

be entered, sustaining and confirming the Conclu-

sions of Law numbered one to eight, inclusive, and

No. 10 of the Special Master's Report dated Novem-

ber 14th, 1936.
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APPENDIX B

SUMMARY OF ARCJUMEXT

All mortgages herein concerned contained ap-

propriate provisions mortgaging and assigning the

rents on default and for appointment of a Receiver

upon foreclosure (R. 26, 35, 54, 55, 59, 60). All the

mortgages were in default upon bankruptcy (supra,

p. . . ) ; the values of the respective mortgaged prop-

erties were less than the amount due on the mort-

gages (R. 69). All the properties had been neglect-

ed and waste permitted (R. 69) ; taxes were unpaid

since 1929 (R. 68). Therefore, under the state law

all the mortgagees would, in the absence of bank-

ruptc}^ have been clearly entitled to obtain the

rents by appointment of a Receiver or other appro-

priate means upon appropriate application (See

R. 60).

Portland Trust had instituted foreclosure pro-

ceedings prior to bankruptcy and applied for ap-

pointment of a Receiver (R. 8-9). The state court

more than four months prior to bankruptcy, in lieu

of appointment of a Receiver, compelled the debtor

to pa.y the rentals into court monthly ''to be held

as part of the security for said mortgage indebted-

ness and to be applied according to the further or-

ders of the Court" (R. 10). This was equivalent

to a receivership prior to bankruptcy. The order

was faithfully complied with, even after the fil-

ing of involuntary petition in bankruptcy (January
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29, 1934) and continued until petition for 77b pro-

ceedings in June, 1934 (R, 11). The District Court

on April 25, 1934, in the bankruptcy proceedings,

modified the previous restraining order issued by

the Court and expressly permitted the bank to pay

monthly into the Circuit Court the net rentals from

the mortgaged properties (R. 11-12). Even after

77b the Trustee did not collect the rentals directly

until September 11, 1934. Kaste then turned over

to the Trustee the rents in his hands which he had

collected in the interim (R. 13). All moneys col-

lected by the Trustee from the apartments mort-

gaged to Portland Trust have at all times been held

in a separate trust account at The Bank of Cali-

fornia (R. 13). Formal petition for the rents was

filed by the bank February 5, 1935 (R. 16). These

facts amount to sequestration, both before and dur-

ing bankruptcy, in behalf of Portland Trust.

To protect the various mortgagees, and at their

request, the Court in taking jurisdiction under 77b

required the Trustee to segi^egate all revenues and

expenses from each of the mortgaged properties (R.

7-8). This in itself was a sufficient sequestration

entitling the mortgagees to rents accruing there-

after.

Shortly after the Trustee commenced to collect

the rentals from the properties mortgaged to In-

vestors Syndicate and Metropolitan, those appel-

lants intervened by filing petitions for leave to

foreclose, and for the rents and profits (R. 28-35).
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Such petitions were sufficient to entitle the appel-

lants to the rents and profits.

A mortgagee is not to bi denied his ordinary

remedy to have the rents sequestered, merely be-

cause of the intervention of bankruptc3\ The Trus-

tee in bankruptcy holds for all creditors, including

mortgage creditors, and upon appropriate applica-

tion the mortgagee's rights to the rents will be safe-

guarded. Since receivership in a court other than

the bankruptcy court is impossible, w^hen the bank-

ruptcy court has once acquired jurisdiction, the

bankruptcy court supplies an equitable remedy ap-

propriate to the bankruptcy procedure, to-wit, trans-

fer of rents and profits to the mortgagee from the

date of the latter's application therefor. No such

application of course is necessary for Portland

Trust, because the rents and profits were impounded

for the bank's benefit before bankruptcy (but such

application was made—R. 16).

Jurisdiction herein under 77b was taken by ex

parte order, with no opportunity afforded appel-

lants to be heard in advance. Yet the bankrupt was

insolvent at the time (H. 62, 68) and thereafter,

and had no assets other than the mortgaged prop-

erties (R. 96, 68), nor income other than therefrom

(R. 69), and had ''milked" the mortgaged properties

for years (R. 69). Reorganization was impossible

since the security was worth considerably less than

the mortgage debts (R. 69, 66-7), and the mortga-

gees refused to scale down their obligations and
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permit this improvident mortgagor to continue as

owner (R. G8). The debtor admitted that it "stalled"

the proceedings (R. 68). Eventually an order of li-

quidation was entered (R. 62).

A mortgage creditor's rights cannot be indefi-

nitely postponed and injured by the pendency of

77b proceedings, particularly proceedings such as

those herein described. The debtor had no equity

and the Trustee should not be permitted, for gen-

eral creditors or for expenses of administration,

to hold rents and profits collected by the Trustee

under 77b, which are needed to pay mortgage defi-

ciencies.

The court under 77b is vested with all powers

of a court of general receivership : Bankruptcy Act,

Sec. 77b (a). As such the Trustee represents se-

cured and unsecured creditors. Since under ordi-

nary bankruptcy the mortgagees are entitled to the

rents upon application, a fortiori is this true in 77b

w^here creditors' remedies are suspended pending re-

organization, dismissal or liquidation (here with-

out a hearing). It has therefore been held in 77b

cases that it is not even necessary for a mortgagee

to petition for the rents ; he will, upon dismissal or

liquidation, be protected thereto even without such

application.

The Oregon rule on real property requires no

different result. The Oregon statute recognizes the

mortgagee's right to the rents and profits after pos-

session is voluntarily surrendered or after a re-
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ceiver is appointed. This is the iisnal rule throui^h-

oiit this circuit and elsewhere (only a few juris-

dictions gi'ant rents and i)rofits to the morti^ajree

automatically on default). The Oreiron statute con-

tains no specific provision for application of rents

and profits in the event of bankruptcy, because ob-

viously that is beyond the jurisdiction of the state

court. The bankruptcy court takes title complete

in the absence of previous foreclosure instituted,

and must apply its o^^^l equitable rules. This is a

matter of remedy to which the morts^agee is entitled.

But if the bankruptcy court denied the mort-

gagee a remedy in that court to obtain the rents

and profits, this would so seriously impair the

mortgagee's security rights as to amount to depriva-

tion of property without due process of law and

therefore be void under the Fifth Amendment. Ac-

cordingly, it is universally held, whether or not un-

der 77b, that the bankruptcy court will award the

rents and profits to the mortgagee. The only dispute

(not material in the present case) between the

various Circuit Courts is whether the mortgagee is

entitled to the rents automatically upon bankruptcy,

or must file application for the rents and profits in

the bankruptcy court.
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APPENDIX C

SECTION 77B(a) OF THE BANKEUPTCY
ACT*

"* * * If tlie petition or ansAver is so approved,

an order of adjudication in bankruptcy shall not be

entered and the court in which such order approv-

ing the petition or answer is entered shall, during

the pendency of the proceedings under this section,

have exclusive jurisdiction of the debtor and its

property wherever located for the purposes of this

section, and shall have and may exercise all the

powers, not inconsistent with this section, which a

Federal court would have had it appointed a re-

ceiver in equity of the property of the debtor b}"

reason of its inability to pay its debts as they ma-

ture. * *"

* Only so much of Subdivision (a) is quoted as is

pertinent to the matters herein.
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APPENDIX D

SECTION 67 ( (I) OF THE BANKRUPTCY
ACT*

"Liens given or accepted in good faith and not

in contemplation of or in fraud upon the provisions

of this title, and for a present consideration, which

have been recorded according to law, if record there-

of was necessary in order to impart notice, shall,

to the extent of such present consideration onl.y,

not be affected by anything herein."

* The applicable statute is quoted prior to the 1938
Amendment.
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APPENDIX E

SECTION 77B(c) (10) OF THE BANK-
KUPTCY ACT

' "(c) Upon approving the petition or answer or

at any time thereafter, the judge, in addition to the

jurisdiction and powers elsewhere in this section

conferred upon him, * * * (10) in addition to the

provisions of section 29 of this title for the sta}ing

of pending suits against the debtor, may enjoin or

stay the commencement or continuation of suits

against the debtor until after final decree; and

may, upon notice and for cause shown, enjoin or

stay the commencement or continuance of any ju-

dicial proceeding to enforce any lien upon the estate

until after final decree."


